AUTHENTICATED , 
US. GOVERNMENT 
INFORMATION ^ 


S. Hrg. 112-313 

EXCESSIVE SPECULATION AND COMPLIANCE WITH 
THE DODD-FRANK ACT 


HEARING 

BEFORE THE 

PERIilANENT SUBCOMMITTEE ON imM^STIGATIONS 

OF THE 

COMMITTEE ON 
HOMELAND SECURITY AND 
GOAH]RNMENTAL AFFAIRS 
UNITED STATES SENATE 

ONE HUNDRED TWELETH CONGRESS 

FIRST SESSION 

NOVEMBER 3, 2011 


Available via the World Wide Web: http://www.fdsys.gov 
Printed for the use of the 

Committee on Homeland Security and Governmental Affairs 



VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00001 Fmt6011 Sfmt6011 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 


VerDate Nov 24 2008 


s 

< 

m 

c/3 

rn 

n 

c 


o 

> 

o 

n 

o 

> 

n 

m 


H 

X 

H 

X 

M 

O 

o 

o 

o 

> 

n 

H 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00002 Fmt6019 Sfmt6019 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



S. Hrg. 112-313 

EXCESSIVE SPECULATION AND COMPLIANCE WITH 
THE DODD-FRANK ACT 


HEARING 

BEFORE THE 

PERIilANENT SUBCOMMITTEE ON imM^STIGATIONS 

OF THE 

COMMITTEE ON 
HOMELAND SECURITY AND 
GOAH]RNMENTAL AFFAIRS 
UNITED STATES SENATE 

ONE HUNDRED TWELETH CONGRESS 

FIRST SESSION 

NOVEMBER 3, 2011 


Available via the World Wide Web: http://www.fdsys.gov 
Printed for the use of the 

Committee on Homeland Security and Governmental Affairs 



U.S. GOVERNMENT PRINTING OFFICE 
72^87 PDF WASHINGTON : 2012 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800 
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00003 FmtSOII SfmtSOII P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



COMMITTEE ON HOMELAND SECURITY AND GOVERNMENTAL AEFAIRS 


JOSEPH I. LIEBERMAN, Connecticut, Chairman 


CARL LEVIN, Michigan 
DANIEL K. AKAKA, Hawaii 
THOMAS R. CARPER, Delaware 
MARK L. PRYOR, Arkansas 
MARY L. LANDRIEU, Louisiana 
CLAIRE McCASKILL, Missouri 
JON TESTER, Montana 
MARK BEGICH, Alaska 


SUSAN M. COLLINS, Maine 
TOM COBURN, Oklahoma 
SCOTT P. BROWN, Massachusetts 
JOHN McCAIN, Arizona 
RON JOHNSON, Wisconsin 
JOHN ENSIGN, Nevada 
ROB PORTMAN, Ohio 
RAND PAUL, Kentucky 


Michael L. Alexander, Staff Director 
Nicholas A. Rossi, Minority Staff Director 
Trina Driessnack Tyrer, Chief Clerk 
Patricia R. Hogan, Publications Clerk 


PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 


CARL LEVIN, Michigan, Chairman 


THOMAS R. CARPER, Delaware 
MARY L. LANDRIEU, Louisiana 
CLAIRE McCASKILL, Missouri 
JON TESTER, Montana 
MARK BEGICH, Alaska 


TOM COBURN, Oklahoma 
SUSAN M. COLLINS, Maine 
SCOTT P. BROWN, Massachusetts 
JOHN McCAIN, Arizona 
RAND PAUL, Kentucky 


Elise J. Bean, Staff Director and Chief Counsel 
David H. Katz, Counsel 

Christopher Barkley, Staff Director to the Minority 
Anthony G. Cotto, Counsel to the Minority 
Mary D. Robertson, Chief Clerk 


(II) 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00004 Fmt 5904 Sfmt 5904 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



CONTENTS 


Opening statements: Page 

Senator Levin 1 

Senator Coburn 6 

Prepared statements: 

Senator Levin 51 

Senator Coburn 57 

WITNESSES 

Thursday, November 3, 2011 

Paul N. Cicio, President, Industrial Energy Consumers of America 8 

Tyson T. Slocum, Director, Energy Program, Public Citizen 10 

Wallace C. Turbeville, Derivatives Specialist, Better Markets, Inc 12 

Hon. Gary Gensler, Chairman, Commodity Eutures Trading Commission 29 

Alphabetical List of Witnesses 

Cicio, Paul N.: 

Testimony 8 

Prepared statement 59 

Gensler, Hon. Gary: 

Testimony 29 

Prepared statement 98 

Slocum, Tyson T.: 

Testimony 10 

Prepared statement 68 

Turbeville, Wallace C.: 

Testimony 12 

Prepared statement with attachments 77 

EXHIBIT LIST 

1. a. Commodity Index Participation in U.S. Commodity Futures and 

Swaps, 2007-2011, chart prepared by the Permanent Subcommittee 
on Investigations 110 

b. Increase in Commodity Related Exchange Traded Products, 2004-2011, 

chart prepared by the Permanent Subcommittee on Investigations Ill 

c. Increase in Commodity Related Mutual Funds, 2008-2011, chart pre- 
pared by the Permanent Subcommittee on Investigations 112 

d. WTI Price and World Supply and Consumption, chart prepared by 

the U. S. Energy Information Administration 113 

2. a. CETC Summary of Einal Regulations on Position Limits for Eutures 

and Swaps 114 

b. CETC Q&A — Position Limits for Futures and Swaps 116 

3. Position Limits and the Hedge Exemption, A Brief Legislative History, 

testimony of Dan M. Berkovitz, CETC General Counsel, July 28, 2009 119 

4. Executive Summary and Findings and Recommendations from the June 

25, 2007 Staff Report of the Senate Permanent Subcommittee on Inves- 
tigations entitled, “Excessive Speculation in the Natural Gas Market.” 146 


(III) 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00005 Fmt5904 Sfmt 5904 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



IV 


Page 


5. Executive Summary and Findings & Recommendations from the June 

24, 2009 Staff Report of the Senate Permanent Subcommittee on Inves- 
tigations entitled, “Excessive Speculation in the Wheat Market.” 156 

6. Commodity Related Exchange Traded Products: 

a. List of Selected Commodity Related Exchanged Traded Products 176 

b. Information related to: 

— ETES Physical Palladium Shares — PALL 179 

— ProShares Ultra DJ-UBS Commodity 181 

— United States Oil Eund LP 183 

7. Commodity Related Mutual Funds: 

a. List of Selected Commodity Related Mutual Funds 185 

b. Information related to: 

— Direxion Commodity Trends Strategy Fund 186 

— Highbridge Dynamic Commodities Strategy Fund 190 

— MutualHedge Frontier Legends Fund 192 

— Oppenheimer Commodity Strategy Total Return Fund 206 

— PIMCO CommodityRealReturn Strategy Fund 212 

— PIMCO CommoditiesPLUS Strategy Fund 212 

— Rydex/SGI Long Short Commodities Strategy Fund 217 

— Rydex/SGI Managed Futures Strategy Fund 219 

— Van Eck CM Commodity Index Fund 221 

c. National Futures Association correspondence to CFTC, dated August 

18, 2010, to amend CFTC Regulation 4.5 which provides an exclusion 
from the definition of the term “commodity pool operator.” 223 

d. 72 IRS Private Letters Authorizing Commodity Investments by Mutual 
Funds, 2006-2011, chart prepared by the Permanent Subcommittee 

on Investigations 235 

8. Analysis: High-frequency trade fires up commodities, Reuters, June 17, 

2011 241 

9. Letter from 450 economists to the G20 Finance Ministers regarding im- 
pact of speculation on food prices, October 11, 2011 244 

10. Statement for the Record of Gerry Ramm, Inland Oil Company, Ephrata, 
Washington, on behalf of the Petroleum Marketers Association of America 

and the New England Fuel Institute (NEFI) 266 

11. Letter from the Consumer Federation of America forwarding October 

2011 study, Excessive Speculation and Oil Price Shock Recessions, A 
Case of Wall Street “DejdVu All Over Again.” 273 

12. Response for the record provided by Gary Gensler, Chairman, Commodity 

Futures Trading Commission, to question posed at the hearing by Sen- 
ator Levin regarding mutual fund participation in commodity markets 308 

13. Responses to supplemental questions for the record submitted by Senator 

Coburn to Gary Gensler, Chairman, Commodity Futures Trading Com- 
mission 309 

14. Responses to supplemental questions for the record submitted by Senator 
Tom Coburn to Paul N. Cicio, President, Industrial Energy Consumers 

of America 313 

15. Responses to supplemental questions for the record submitted by Senator 

Tom Coburn to Wallace C. Turbeville, Derivatives Specialist, Better Mar- 
kets, Inc 317 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00006 Fmt5904 Sfmt 5904 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



EXCESSIVE SPECULATION AND COMPLIANCE 
WITH THE DODD-FRANK ACT 


THURSDAY, NOVEMBER 3, 2011 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Homeland Security and 

Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:07 a.m., in room 
SD-342, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Levin and Coburn. 

Staff Present: Elise J. Bean, Staff Director and Chief Counsel; 
Mary D. Robertson, Chief Clerk; David H. Katz, Counsel; Michael 
Wolf, Law Clerk; Lauren Roberts, Law Clerk; Christopher Barkley, 
Staff Director to the Minority; Anthony G. Cotto, Counsel to the 
Minority; William Wright, Kristin Boutchyard, Brian Murphy, Ste- 
ven Hutchinson, and William Wright (Senator Brown). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. Over the past 9 years, 
this Subcommittee has held a series of hearings on the problem of 
excessive speculation in the commodity markets. For years now, 
commodity markets have taken the American people on an expen- 
sive and damaging roller coaster ride with rapidly changing prices 
for crude oil, gasoline, natural gas, heating oil, airline fuel, wheat, 
copper, and many other commodities. Commodity prices have whip- 
sawed American families, farms, and businesses, run roughshod 
over supply and demand factors, and made our economic recovery 
that much harder and more chaotic. 

Unstable commodity prices are a key reason why Congress en- 
acted, as part of the Dodd-Frank Wall Street Reform and Con- 
sumer Protection Act, new statutory requirements to put a lid on 
excessive speculation and price manipulation. Congress enacted the 
new law not only to protect consumers and businesses from unrea- 
sonable prices — prices disconnected from the usual supply and de- 
mand discipline of the marketplace — but also to protect the com- 
modity markets themselves from losing investor confidence and 
looking more like a casino or rigged game than a marketplace 
where supply and demand determine prices. 

Commodities markets are not stock markets. Stock markets are 
intended to attract investors to provide new capital for U.S. busi- 
nesses to invest and to grow. 

( 1 ) 
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Commodity markets are supposed to serve a different function. 
Their purpose is not to attract investors, but to enable producers 
and users of physical commodities to arrive at market-driven prices 
for those goods and to hedge their price risks over time. Prices are 
intended to reflect supply and demand for the actual commodities 
being traded. Speculators, who by definition do not plan to use the 
commodities that they trade but profit from the changing prices, 
are needed only insofar as they supply the liquidity needed for pro- 
ducers and users to hedge their risks. 

Another big difference between stock and commodity markets in- 
volves trading limits. Stock markets do not have them, but U.S. 
commodity markets have been using trading limits to varying de- 
grees for over 70 years to combat excessive speculation and price 
manipulation. 

Federal law has long authorized the Commodity Futures Trading 
Commission (CFTC), and U.S. commodity exchanges to impose so- 
called position limits to prevent individual traders from holding 
more than a specified number of futures contracts at a specified 
time, such as during the close of the so-called spot month when a 
futures contract expires, and buyers and sellers have to settle up 
financially or through the physical delivery of commodities. Posi- 
tion limits help ensure commodity traders cannot exercise undue 
market power, such as by cornering the market. 

The primary problem afflicting U.S. commodity markets today is 
an explosion of speculators who, instead of facilitating, have now 
come to dominate commodity trading, overriding normal supply 
and demand factors, distorting prices, and increasing price vola- 
tility. 

That explosion began in large part less than 10 years ago, with 
the rise of commodity index funds that enable participants to bet 
on the rise or fall in commodity prices. Commodity index funds are 
operated by swap dealers that enter into swap contracts with cli- 
ents seeking to make speculative bets on commodity prices. Those 
clients typically bet that prices will go up and take the long side 
of the swap. The swap dealers usually take the short side of the 
swap and, to offset the financial risk, typically purchase long fu- 
tures contracts. Within a few years, as the funds grew, commodity 
index swap dealers became regular purchasers of massive numbers 
of futures contracts for crude oil, natural gas, wheat, and other 
commodities. According to CFTC data, as shown in this chart 
which we are putting up. Chart la in our book,i commodity index 
investors and swap dealers have spent about $300 billion in 2011 
alone, mostly on long futures and swap contracts. 

Sometimes referred to as “massive passives,” commodity index 
funds have created a massive, ongoing demand for futures con- 
tracts unconnected to normal supply and demand for the under- 
lying commodities. Their steady purchases have created an artifi- 
cial demand for futures contracts. In addition, the more index 
funds and their swap dealers push to buy long future contracts and 
outnumber the speculators seeking to buy shorts, the more their 
buying pressure, by the very nature of supply and demand, will 
drive up the price of the long contracts. The resulting higher fu- 


^See Exhibit No. la which appears in the Appendix on page 110. 
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tures prices then translate all too often into higher prices for the 
underlying commodities, in part because so many of commodity 
contracts for the underlying commodities use futures prices as the 
commodity’s selling prices. In those cases, higher futures prices 
translate directly into higher costs for consumers of the commod- 
ities. That is why so many American consumers and businesses 
continue to condemn the speculative money that commodity index 
funds bring to the commodity markets. 

Commodity-related exchange traded products (ETPs), have added 
further fuel to the speculative fire. Exhibit 6 lists some of the many 
ETPs which offer securities that track the value of a designated 
commodity or basket of commodities, but trade like stocks on an ex- 
change.^ ETPs are marketed to investors looking to make money 
off commodity price changes without actually buying any futures. 
The financial firms running the ETPs often support the value of 
the fund by purchasing commodity futures or using futures to off- 
set risks. The result, as shown in this chart, which is Exhibit Ib,^ 
is that in 2011 alone, these ETPs have poured over $120 billion of 
speculative money into U.S. commodity markets. 

Now, that is not all. A third wave of commodity speculation has 
come from the $11 trillion mutual fund industry which, since 2006, 
has turned its attention to U.S. commodities in a big way. Hearing 
Exhibit 7a 3 identifies more than 40 commodity-related mutual 
funds that, by 2011, as shown in this chart, which is Exhibit Ic,"^ 
have accumulated assets of over $50 billion. That chart shows the 
growth of the mutual fund purchases of these commodity futures. 
The sales materials from some of those mutual funds, which are in- 
cluded in Exhibit 7b,® show that they are marketing themselves to 
average investors as commodity funds and delving into every kind 
of commodity investment out there, from swaps to futures, putting 
additional speculative pressures on commodity prices. 

Now, by law, mutual funds are supposed to derive 90 percent of 
their income from investments in securities and not more than 10 
percent from alternatives like commodities. But the 40 commodity- 
related mutual funds that we have identified have found ways 
around that law by, among other steps, setting up offshore shell 
companies that do nothing but trade commodities. 

Those offshore shell companies are typically organized as Cay- 
man Island subsidiaries with no offices or employees of their own 
and with their commodity portfolios run from the mutual fund’s 
U.S. offices. This blatant end-run around the 90/10 restriction has 
nevertheless been blessed by the IRS which has issued dozens of 
private letter rulings, which are listed in Exhibit 7d,® which deem 
the offshore arrangements to be investments in securities rather 
than commodities, since the parent mutual funds hold all of the 
stock in those offshore subsidiaries. The IRS has recently put a 
moratorium on these private letter rulings while it studies the 
issues. In addition, the offshore shell corporations are currently ex- 
empt from CETC registration requirements, despite operating as 


^ See Exhibit No. 
2 See Exhibit No. 
^ See Exhibit No. 
^See Exhibit No. 
® See Exhibit No. 
® See Exhibit No. 


6 which appears in the Appendix on page 176. 
lb which appears in the Appendix on page 111. 
7a which appears in the Appendix on page 185. 
Ic which appears in the Appendix on page 112. 
7b which appears in the Appendix on page 186. 
7d which appears in the Appendix on page 235. 
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commodity pools, a situation the CFTC is reviewing as a result of 
a petition filed by the National Futures Association, as indicated 
in Exhibit 7c A 

Now, I am glad the IRS and the CFTC are studying these off- 
shore arrangements as well as the broader issue of mutual fund in- 
vestment in commodities. If the mutual fund industry were to step 
up its commodities investments to even just 10 percent of its over- 
all assets, it would unleash another tidal wave of speculative 
money into the commodities markets. 

There is more. Over the last few years, high-frequency traders 
have also invaded the commodities markets, seeking to profit from 
the increasing price volatility. Those high-frequency traders have 
revved up commodity trading with day-trading strategies that fur- 
ther contribute to constantly changing prices. 

Put together the swap dealers, hedge funds, ETPs, mutual funds, 
and high-frequency traders, and the result is a tsunami of specula- 
tive money pouring into commodity markets at unprecedented lev- 
els. Today, speculators make up the bulk of the outstanding con- 
tracts in most commodity markets, providing typically more than 
70 percent of the market. Producers and users of commodities now 
hold as little as 20 or 30 percent of the outstanding contracts in 
some markets. So it is no surprise that commodity prices have be- 
come increasingly volatile, with exaggerated swings that have little 
to do with hedging, little to do with supply and demand for the un- 
derlying commodities, and everything to do with folks betting and 
speculating on price changes. 

Take the U.S. crude oil market as an example. In 2007, a barrel 
of crude oil started out the year costing $50, but by the end of the 
year had nearly doubled in price. In 2008, oil prices shot up in July 
to over $145 per barrel and then, by the end of the year, crashed 
to $35 a barrel. In the beginning of 2011, oil prices took off again, 
climbing to over $110 per barrel in May. Then they fell to a low 
of $77 per barrel in early October, a drop of more than 30 percent 
in 4 months. Three weeks later, they are back up to $92 per barrel, 
a 15-percent increase. This price volatility has taken place at the 
same time that world inventories were plentiful and basically 
matched world demand, as shown in this chart prepared for the 
Subcommittee by the Energy Information Agency, which is Exhibit 
Id. 2 In other words, the price changes in West Texas Intermediate, 
the benchmark crude oil contract for the United States, cannot be 
explained simply as a function of supply and demand for oil. 

During the same period crude oil prices went haywire, specu- 
lators have become the dominant players in the crude oil market. 
CFTC data indicates that speculators — traders who do not produce 
oil or use oil in their business — now hold over 80 percent of the 
outstanding contracts in the oil futures market. While speculation 
is not necessarily the primary factor setting oil prices, the facts in- 
dicate that speculation is a major contributor. 

It is not just the numbers telling this story. Major players in the 
oil industry also point to the role of speculation in crude oil prices. 
For example, in May 2011, ExxonMobil CEO Rex Tillerson agreed 


1 See Exhibit No. 7c which appears in the Appendix on page 223. 

2 See Exhibit No. Id which appears in the Appendix on page 113. 
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that speculation was contributing to oil prices, estimating that the 
price of a barrel would be $60 to $70, instead of $110, if governed 
exclusively by supply and demand. 

The same complaint is heard with respect to other commodities. 
Recently, 450 economists from around the world stated in a joint 
letter to the G-20 leaders, which we include in the hearing record 
as Exhibit 9:^ “Excessive financial speculation is contributing to in- 
creasing volatility and record high food prices exacerbating global 
hunger and poverty.” And the CEO of Starbucks, Howard Schultz, 
who tracks coffee prices, had the following to say: 

“[W]hy are coffee prices going up? [A]nd in addition to that, why 
is every commodity price going up at the same time? I think what’s 
going on is financial engineering; that financial speculators have 
come into the commodity markets and drove these prices up to his- 
toric levels and as a result of that the consumer is suffering.” 

Excessive speculation is not new. In fact, much of the law related 
to commodity markets can be understood as an effort to prevent ex- 
cessive speculation and market manipulation from distorting 
prices. 

Over the years, one of the most powerful weapons developed to 
combat the twin threats of excessive speculation and price manipu- 
lation has been the imposition of position limits on traders. But 
over the years. Federal position limits have lost much of their 
punch due to a growing raft of loopholes, gaps, and exemptions. For 
example, prior to the Dodd-Frank Act, position limits didn’t apply 
to some key futures contracts; they often applied only in the spot 
month instead of other times; and multiple market participants 
were given exemptions. In addition, until recently, the entire com- 
modity swaps market had no position limits at all. 

The combination of increased speculation and weakened position 
limits has clobbered American consumers and businesses with un- 
predictable and inflated commodity prices. That is why, when Con- 
gress enacted the Dodd-Frank Act last year. Section 737 directed 
the CFTC to establish position limits on all types of commodity-re- 
lated instruments, including futures, options, and swaps. The 
Dodd-Frank Act also directed the CFTC to issue a rule establishing 
the new position limits by January 2011, one of the earliest imple- 
mentation dates in the entire law. 

The CFTC missed that deadline but 2 weeks ago, after reviewing 
over 15,000 public comments, at long last issued a final rule. The 
good news is that the agency complied with the law’s requirements 
to establish position limits to “diminish, eliminate, or prevent” ex- 
cessive speculation, and rejected unfounded claims that excessive 
speculation had to be proven for each commodity before a limit 
could be established to prevent damage to consumers and the econ- 
omy. That has never been the law, and it has no basis in the Dodd- 
Frank Act which is aimed at preventing problems, not waiting for 
them to occur and cleaning up afterwards. 

Also good news is that the CFTC rule applies position limits to 
28 key agricultural, metal, and energy commodities; applies those 
limits to futures, options, and swaps; and covers all types of specu- 
lators. 


^ See Exhibit No. 9 which appears in the Appendix on page 244. 
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The bad news, from my perspective, is that while the limits ap- 
pear designed to prevent any one trader from amassing a huge po- 
sition that could lead to price manipulation in a particular month, 
the limits do not appear to be designed to combat the type of exces- 
sive speculation caused by large numbers of speculative investment 
funds. In addition, exempting multi-commodity index swaps from 
any position limits, failing to apply effective position limits to com- 
modity index swap dealers, and delaying implementation of the 
swap position limits for another year are troubling. 

Roller coaster commodity prices and the growing flood of specula- 
tive dollars continue, while it will be another year before the full 
range of position limits in the new CFTC rule take effect. In the 
meantime, we are talking about ongoing gyrations in gasoline 
prices, heating and electricity costs, and food prices that affect 
every American family. We are talking about unstable prices for 
copper, aluminum, and other materials essential to industry. At 
stake are energy, metal, and food costs key to inflation, business 
costs, and family budgets nationwide. 

Until effective position limits are actually in place, the American 
economy will remain vulnerable to chaotic price swings that benefit 
speculators at the expense of American consumers and businesses. 

Today’s hearing is intended to shine a spotlight on the ongoing 
role of speculation in U.S. commodity markets and how the new po- 
sition limits can combat excessive speculation. We will hear today 
from a panel of experts representing business, consumers, and aca- 
demia, as well as from CFTC Chairman Gary Gensler. 

Now let me invite our Ranking Member, Dr. Coburn, to share his 
views with us. 

OPENING STATEMENT OF SENATOR COBURN 

Senator Coburn. Thank you, Mr. Chairman. 

I want to thank Senator Levin for holding this hearing today. He 
has been a leader for years in Congress on efforts to better under- 
stand and monitor commodity markets, which should make us 
more capable of holding market regulators accountable in their ef- 
forts to ensure American exchanges remain the most dynamic, 
transparent, and desirable places to do business. 

Commodity markets and pricing have profound effects on the 
people in my home State of Oklahoma, who are invested in vir- 
tually all of the commodities covered by the rules we will discuss 
today. Whether it is oil, natural gas, wheat, or any of the other 28 
commodities, market participants all the way from the producer to 
the end user will be affected by recent and upcoming regulatory 
changes. 

It is our obligation in Congress to make sure regulators act in 
the public interest, based on facts and data, rather than refiexively 
placing restrictions on unpopular market participants. While to- 
day’s hearing will focus on the concept of “excessive” speculation, 
it is imperative that we remember one fundamental truth: That fu- 
tures markets cannot function without speculators who make mar- 
kets, provide liquidity for hedgers, aid in price discovery, and take 
risks. 

Two weeks ago, the CFTC issued its long-awaited position limits, 
imposing limits on the number of futures contracts individuals or 
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institutions can hold. The most recent version of the rule was 
rushed through the Commission and applied across the board to 28 
separate commodities. Much of this seems to have been done in re- 
sponse to intense pressure, and the unfortunate result is likely to 
be challenged in court. 

In addressing commodities, the Dodd-Frank Act said the CFTC 
“shall by rule, regulation, or order establish limits on the amount 
of positions, as appropriate.” In at least two Commissioners’ views, 
those tests have not been met. Yet now every participant in the 
commodities market must comply with a final rule that is over 300 
pages long. 

Commissioner Scott O’Malia indicated in his dissenting opinion 
that the Commission voted “without the benefit of performing an 
objective factual analysis based on the necessary data to determine 
whether these particular limits and limit formulas will effectively 
prevent or deter excessive speculation.” There is no question we 
want to limit excessive speculation, but it needs to be based on 
data and facts, not feelings. 

Commissioner Jill Sommers also worried that the CFTC “is set- 
ting itself up for an enormous failure” by issuing a position limits 
rule that “ironically, can result in increased costs to consumers.” 

Position limits can be a very effective regulatory tool, but must 
be used in the right way. For example, we have limits on cotton — 
they are in place — yet the cotton No. 2 futures contract has hit 16 
record-setting prices since December 1, 2010. Why is that? Because 
of crop failures around the rest of the world, and because of a 
drought in the United States. 

Position limits must be set at the proper level for each individual 
commodity. Unfortunately, the CFTC chose to use the blunt weap- 
on of across-the-board limits for nearly every commodity. 

While today’s hearing will be a good opportunity to discuss the 
effects of that excessive speculation — and in that I agree with my 
Chairman — we need to be careful not to accuse investors of wrong- 
doing where none has occurred. Commodity index funds, exchange 
traded funds, and mutual funds are not diabolical schemes. They 
are simply financial instruments that some investors use as tools 
to hedge or gain exposure to commodity markets, thus protecting 
against inflation and other risks in their portfolios. 

Last, I would like to address my strong concerns with the Dodd- 
Frank Act in general, which itself was rushed through Congress 
last year. The law that was supposed to help fix our financial sys- 
tem has instead wreaked regulatory havoc, increasing uncertainty 
and compliance costs, doing nothing to address unemployment, and 
it did nothing to effect the initiation of the problems that we are 
presently faced with, basically Fannie Mae and Freddie Mac. The 
act required over 300 new regulations and studies and has over- 
whelmed our regulatory agencies while causing widespread confu- 
sion in the marketplace. 

As we move forward, we in Congress must improve our under- 
standing of the markets being regulated, as well as the internal 
and external challenges facing our regulators. Continuous oversight 
and transparency through hearings like this are essential to ensure 
our regulators do not overreach their mandates and that U.S. mar- 
kets remain the envy of the world. 
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One of my greatest concerns is every trader in the world is one 
click away from trading somewhere else, and there are tremendous 
markets in this country that are going to he put at risk through 
this new rule. 

The last thing we want to do is suffocate those markets and 
chase interested participants to other exchanges and trading 
venues abroad, many of whom would like nothing more than to 
take away America’s business. 

Despite my concerns about the Dodd-Frank Act, it must be im- 
plemented in a thoughtful, responsible manner by our regulators. 
I look forward to a healthy discussion during this hearing, Mr. 
Chairman. I thank our witnesses for attending, and I look forward 
to hearing your views and recommendations today. Thank you. 

Senator Levin. Thank you very much. Dr. Coburn. 

We are now going to call our first panel of witnesses for this 
morning’s hearing: Paul Cicio is President of the Industrial Energy 
Consumers of America. Tyson Slocum is Public Citizen’s Emer- 
gency Program Director. Wallace Turbeville is a Derivatives Spe- 
cialist with the nonprofit Better Markets, Incorporated. 

Now, the Subcommittee invited and we had hoped to have with 
us Dr. Craig Pirrong, who is professor of finance at the Bauer Col- 
lege of Business at the University of Houston. He was able to make 
our originally scheduled hearing, but was unable to make this 
hearing, which we regret that he could not be with us today to give 
us his views. But what we will do is invite him to provide his views 
in a written statement. 

We do appreciate each of the witnesses who were able to join us 
this morning. We look forward to your testimony. Pursuant to Rule 
VI, all witnesses who testify before the Subcommittee are required 
to be sworn. At this time I would ask our first panel to please 
stand and raise your right hand. Do you swear that the testimony 
you will give before this Subcommittee is the truth, the whole 
truth, and nothing but the truth, so help you, God? 

Mr. Cicio. I do. 

Mr. Slocum. I do. 

Mr. Turbeville. I do. 

Senator Levin. Now, we are going to use the timing system 
today. About 1 minute before the red light comes on, you will see 
the lights change from green to yellow, which will give you an op- 
portunity to conclude your remarks. Your written testimony will be 
printed in the record in its entirety. We would ask that you limit 
your oral testimony to no more than 7 minutes. 

Mr. Cicio, we are going to have you go first, followed by Mr. Slo- 
cum, followed by Mr. Turbeville. After we have heard all the testi- 
mony, we will then turn to questions. 

So, Mr. Cicio, please proceed. 

TESTIMONY OF PAUL N. CICIO, i PRESIDENT, INDUSTRIAL 
ENERGY CONSUMERS OF AMERICA 

Mr. Cicio. Chairman Levin, Ranking Member Coburn, and Sub- 
committee Members, thank you for the opportunity to testify before 


^The prepared statement of Mr. Cicio appears in the Appendix on page 59. 
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you today. My name is Paul Cicio, and I am the President of the 
Industrial Energy Consumers of America (lECA). 

lECA has been a long-time supporter of setting responsible spec- 
ulative position limits. Since all of our companies use substantial 
quantities of natural gas, we will use natural gas illustrations to 
address the Subcommittee questions. 

Speculative trading volumes have been explosive in growth, even 
though natural gas consumption in the country has only increased 
moderately. For example, natural gas open interest increased by 
590 percent since 1995, even though U.S. consumption has in- 
creased only 6.5 percent. Almost all of the open interest is from 
noncommercial trades. 

Large speculative volumes can be a problem because they can 
move market price and they do increase volatility. Charts 1 and 2 
of our written testimony uses CFTC data to show that, in late 
2008, four trades controlled about 50 percent of the open interest 
in natural gas. Eight traders controlled 60 percent of the open in- 
terest. That means that only a handful of trading companies can 
have an incredibly important impact on the price of natural gas. 

High volatility will increase the cost of hedging to manufacturers 
because there is a direct relationship between volatility and, for ex- 
ample, the option price premium. Higher volatility also increases 
the bid-ask spread in the forward market. 

To illustrate the point, using the closing Henry Hub Index price 
of natural gas, just last Friday, at $4.04 per million Btu, a call op- 
tion for 100,000 MM Btus with a 6-month expiration at the money 
would cost a manufacturer approximately $36,500. If we increased 
the implied volatility of only 5 percent, the premium cost goes up 
15 percent. If we increased the implied volatility 10 percent, the 
premium cost rises 31 percent. And if we increase the implied vola- 
tility 20 percent, it increases the option premium a whopping 61 
percent. 

lECA supports the imposition of speculative position limits, but 
setting the limit at 25 percent of the estimates deliverable supply 
is too large and will do little to reduce excessive speculation. 

Let us put in perspective what setting speculative position limits 
at 25 percent means by looking again at natural gas. If only 100 
traders trade at the spec limit, they would control 25 times the 
U.S. monthly demand. There are approximately 250 to 350 traders 
that report to the large trader report at the CFTC from time to 
time. If only 100 trade, they would control 25 times the entire con- 
sumption. 

Regarding commodity index funds and ETFs, we believe that 
passive speculators should be banned from the futures market. At 
minimum, they should be subjected to individual speculative posi- 
tion limits. 

The next best alternative is to set spec position limits on all com- 
modity-related ETFs and index funds. Swap dealers and ETF man- 
agers should be subject to speculative position limits except for 
hedges associated with transactions with producers and consumers 
of the underlying commodity. 

There are several reasons that passive index funds should be 
banned. First, passive index funds put upward pressure on price. 
CFTC index investment data for natural gas between December 
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2007 and September 2011 show that index funds held a long posi- 
tion 86.2 percent of the time and only held short positions 17.4 per- 
cent of the time. And index funds continue explosive growth. CFTC 
data indicates that index open interest contracts increased by 294 
percent just since December 2007. 

Second, passive index speculators also reduce liquidity by buying 
and then holding larger and larger quantities of futures contracts. 
This is inconsistent with the functioning of the futures market that 
serves consumable commodities that have a prompt month that ex- 
pires. 

And last, they also buy without regard to price, supply, or de- 
mand, which, of course, impacts price discovery. Thank you. 

Senator Levin. Thank you, Mr. Cicio. Mr. Slocum. 

TESTIMONY OF TYSON T. SLOCUM, i DIRECTOR, ENERGY 
PROGRAM, PUBLIC CITIZEN 

Mr. Slocum. Chairman Levin and Ranking Member Coburn, 
thank you very much for the opportunity to allow me to testify 
today. I am Tyson Slocum, and I direct Public Citizen’s Energy Pro- 
gram. We are one of America’s largest consumer advocacy groups, 
and we are proud to be celebrating our 40th anniversary this year. 
We work on a range of issues, and I head up our energy work. 

I am tasked at Public Citizen with promoting those policies that 
are going to produce affordable, reliable, and clean energy, and it 
is clear from my personal work on this issue over a decade that 
current energy markets are driven not by the supply-demand fun- 
damentals but by speculation. 

There has been a lot of great work, Mr. Chairman, by this Com- 
mittee over the years, as you mentioned in your opening statement, 
that has helped make that case. But it is not just this Committee, 
it is not just industrial consumers, and it is not just household con- 
sumers, but members of industry as well. You mentioned in your 
opening statement that the chairman and CEO of ExxonMobil 
noted the role that speculation plays in the current price of a bar- 
rel of oil, and even the investment bank Goldman Sachs earlier 
this year revealed that they believe the speculation price is around 
$27 a barrel for 2011. And Dr. Mark Cooper, a colleague at the 
Consumer Federation of America, estimated that around $30-a-bar- 
rel-oil of a speculation tax equates to about $600 in increased gaso- 
line costs for the average family and about $200 billion across the 
economy. 

So when I am taking a look at these markets, it is clear that 
around a $30 speculation tax, which translates to about $600 costs 
to the average family over the course of a year is indeed excessive 
levels of speculation, and it is the duty of Congress and regulators 
to help protect household consumers and businesses from these ex- 
cessive costs. 

Does the Dodd-Frank Act and the way that it has been imple- 
mented by the CFTC effectively address that? And Public Citizen’s 
analysis is that the proposed position limit rulemaking does not go 
far enough. As my colleague, Mr. Cicio, pointed out, the speculation 
limit of 25 percent and then 10 percent and then 2.5 percent, de- 


^The prepared statement of Mr. Slocum appears in the Appendix on page 68. 
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pending on the contracts, allows for too great of holdings. There 
was some recently leaked data by a U.S. Senator to the media that 
detailed the positions of individual traders, and this clearly showed 
that the largest five operators in the WTI market — Goldman Sachs, 
Vital, Morgan Stanley, Deutsche Bank, and Barclays — had posi- 
tions that were between 5.3 and 8.7 percent. And that is why Pub- 
lic Citizen believes that speculation limit needs to be more in line 
with proposed legislation that has sponsorship in both the Senate 
and the House, S. 1598 and H.R. 3006, that would establish a stat- 
utory position limit of 5 percent that would get at the concentra- 
tions that the leaked data clearly shows. 

It is not just banks that are involved in these markets and mak- 
ing profits. Again, a leaked document that Chevron inadvertently 
leaked to the public this summer showed that the company earned 
$360 million over the first 6 months of this year not from doing 
what it is supposed to do, which is providing the American public 
with oil that it works hard and spends a lot of money to get out 
of the ground in the United States and elsewhere and refine into 
useful products, but in speculating, that Chevron was speculating 
far and above their hedging needs and using the commodity mar- 
kets to make money the same way that investment banks do. And 
when the Wall Street Journal reported this, they noted that Chev- 
ron, like other major proprietary traders that also feature control 
or ownership over energy infrastructure assets, utilized those en- 
ergy infrastructure assets to have a sneak peek at the market and 
give them a massive competitive advantage. 

Mr. Chairman, like you said, they do not like to gamble. They 
want to have more certainty, and having a large control over the 
market in terms of their positions and having access to energy in- 
frastructure assets provides them that advantage. We have seen 
Goldman Sachs through its control over Kinder Morgan now is 
going to have control over about 67,000 miles of petroleum product 
and natural gas pipelines throughout the United States. They have 
ownership interests now in two refineries in the United States. 
Morgan Stanley spends hundreds of millions of dollars a year on 
acquiring control over storage capacity. None of this is adequately 
regulated, and another issue that Public Citizen promotes is having 
firm rules limiting the communications between energy infrastruc- 
ture affiliates and trading affiliates. 

In addition. Public Citizen shares the concerns of this Sub- 
committee and the research that was presented to us in your open- 
ing statement that the rise of index funds is highly disruptive, and 
like my colleague, Mr. Cicio, I believe that index funds do not have 
a legitimate role in these markets. And I applaud the efforts of the 
Subcommittee to examine problems of mutual funds getting in- 
volved in these markets as well. 

Thank you very much for your time, and I look forward to your 
questions. 

Senator Levin. Thank you, Mr. Slocum. Mr. Turbeville. 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00017 Fmt 6633 Sfmt 6633 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



12 


TESTIMONY OF WALLACE C. TURBEVILLE,i DERIVATIVES 
SPECIALIST, BETTER MARKETS, INC. 

Mr. Turbeville. Good morning, Chairman Levin and Ranking 
Member Coburn. Thank you for the opportunity to speak today. My 
name is Wallace Turbeville, and I am a derivatives specialist at 
Better Markets, Inc. Better Markets is a nonprofit, nonpartisan or- 
ganization whose mission is to promote the public interest in the 
domestic and global capital and commodity markets. 

Personally, I have worked in the securities industry for 31 years 
as a practicing attorney first, as an investment banker at a Wall 
Street firm, and managing companies as a principal. 

In the 10 years since deregulation, commodities markets have 
changed dramatically, and the public has been plagued by boom- 
and-bust price cycles. Prior to that time, physical hedgers consist- 
ently represented about 70 percent of the futures markets. Now the 
ratio of participants has reversed. Speculators now account for 
about 70 percent or more of the open interest in many markets, 
while physical hedgers have fallen to only about 30 percent. This 
increased speculation is in large part driven by commodity index 
funds, which are predominantly sponsored by large dealer banks. 
These are vehicles reminiscent of residential mortgage structures 
designed to synthetically convert barrels of oil and bushels of corn 
into investment asset classes. These changes have profoundly af- 
fected prices and price discovery. 

Now, the CFTC adopted position limits in response to the con- 
gressional mandate to address the issues in energy, agriculture, 
and metals just recently. This rule establishes some very important 
principles, but much remains to be done to improve limits on spec- 
ulators, in particular commodity index traders. 

Since 2004, highly structured commodity index investment vehi- 
cles have become dominant forces in the futures markets with dra- 
matic impacts in the physical markets as well. Not surprisingly, we 
are now in a period of boom-and-bust commodity prices as a result. 
These investments have been marketed to large institutional inves- 
tors as a new asset class for diversifying investment portfolios, and 
they have responded quite well for the marketers. 

Index investors have injected amounts which have been esti- 
mated to be between $200 and $300 billion into the market, fun- 
damentally changing the way the futures markets work. 

Analysis of commodity speculation is now in the hands of aca- 
demics, self-interested market participants, and the CFTC. Each 
seeks the answer to a single question: Are the boom-bust price cy- 
cles in basic commodities related to the explosion of speculative 
and highly structured trading activities? Or is it just merely a coin- 
cidence that these happened at the same time? 

Now, commodity index investments were created to synthetically 
mimic ownership of market baskets of physical commodities and 
are valued using indices. It is kind of an interesting thing. I am 
not aware that anybody considered the possibility that if you syn- 
thetically created a huge ownership interest in barrels of oil and 
bushels of wheat and corn, whether that synthetic ownership inter- 


^The prepared statement of Mr. Turbeville with attachments appears in the Appendix on page 
77. 
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est in large size would actually affect the market because the mar- 
ket would interpret that as hoarding activity when these vehicles 
were first created. But the consequences, as it has turned out, are 
very serious. 

Unlike a business with shares that trade, the value of a barrel 
of oil or bushel of corn derives from its consumption, at which point 
that value ends. If it can never be consumed, it has no value. How- 
ever, commodity index funds are, in theory, perpetual. It is a syn- 
thetic ownership interest that goes on forever. 

To synthesize perpetual ownership and make it look more like a 
share of stock, the commodity index fund bank sponsors take large 
futures and physical commodity positions and roll them over con- 
tinuously in massive amounts at specified times. So everyone in the 
whole market knows that at specified times during each month this 
large rollover of futures contracts occurs. 

Like the Phoenix, the index hedges, all of them, and repeatedly, 
are destroyed and re-created with longer maturities at each roll in 
order to create synthetic perpetual ownership. These repeated 
events are so important to the market that many trades focus a 
bulk of their activities on the commodity index rolls. 

The concern is that the rolls affect the price curves. Price curves 
are very important. The price curve is how the market tells the 
world what prices are likely to be this month and in the month to 
come. When it slopes upward — that is to say, November prices are 
higher than October — the futures market is telling producers and 
consumers that prices are likely to rise. When it is fiat or down- 
ward sloping, the message is that the prices will be stable or fall. 
This is tremendously important because businesses organize them- 
selves along these lines. 

The shape of the price curve has changed. Historically, it was flat 
to downward sloping most of the time. Since 2004, it has been up- 
ward sloping almost all of the time. The message is that prices are 
rising, and it is a constant message that is repeated over and over. 

Better Markets recently released a study of price curve dynamics 
in the roll. We isolated the predominant roll periods for each trad- 
ing month over the last 27 years and compared them to determine 
whether there was a tendency for prices to rise — sorry, for the price 
curve to rise at the time of the roll. We found that starting in 2004, 
when index trading expanded, the correlation between the roll pe- 
riod and its bias was pronounced. In fact, the price bias in the 
crude oil futures markets was correlated at 99 percent level with 
the roll. For every other 5-day period in every other month over 
that 27 years, there was no correlation between upward or down- 
ward prices for these periods. So we concluded that the forces 
which were signaling increased prices were specific to the roll pe- 
riod and were caused by commodity index roll trading. 

The market as a whole reacted to the signal, and a price bubble 
emerged. Eventually, supply-and-demand forces must overcome the 
trading-driven sentiment, and the bubble bursts. 

Thank you for the opportunity to discuss these crucial questions. 
I am pleased to answer any questions you may have now or in the 
future. 
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Senator Levin. Thank you very much, Mr. Turheville, and each 
one of you. We will try an 8-minute first round. I expect we will 
have a number of rounds for each panel. 

Mr. Cicio, first, tell us again very directly how businesses are 
harmed when oil futures prices are subject to roller coaster prices 
like the ones that are pushed up to artificial levels and then plum- 
met down and then climb back up. 

Mr. Cicio. The example that we have provided in our testimony 
is very clear. When there is increased volatility, it increases the 
cost of hedging. Manufacturers are consumers. They are only going 
to hedge as much as they are going to consume, or they may hedge 
less than they will consume. The example that we have provided 
is an option on natural gas and it illustrates that increased implied 
volatility has a substantial cost increase on the premium of that 
option. The 5-percent increase in implied volatility increases the 
premium cost of that option 15 percent. Fifteen percent all by itself 
is a large amount for a company to lay out. Anything they lay out 
above that existing on-the-money option is cash that they have to 
put up. That is working capital that could be used for other things. 

Senator Levin. Is that usually passed down to consumers? 

Mr. Cicio. Manufacturers compete in a very globally competitive 
environment. If it is possible for us to pass that through to our cus- 
tomers, we would. But in most cases, costs of this nature cannot 
be passed through because of global competition. 

Senator Levin. And the hedging that they want to do is to pro- 
vide themselves with a stable economic environment so that they 
can know what the costs of oil or any other commodity is. Is that 
correct? 

Mr. Cicio. Yes, that is correct. Think of it this way: One of the 
first things we do is buy basic raw materials like natural gas or 
crude oil that is used to produce our products. The time frame from 
producing the product to making a widget, a manufactured prod- 
uct, and then getting it out to the customer, is a long time. We 
price our product out a long time. If we price the product out and 
in the interim the price of the raw materials continues to escalate, 
then we have a price with rising costs that reduce our margins. 

Senator Levin. Now, according to the Consumer Federation of 
America — and this I will address to you, Mr. Slocum — excessive 
speculation has added about $30 per barrel to the cost of crude oil 
in 2011, and as you pointed out, that added $600 to the average 
household expenditure for gasoline in 2011. The total drain on the 
economy in 2011 from speculation-driven excessive cost is more 
than $200 billion, and the report concludes, “Transferring that 
much purchasing power from consumers on Main Street to specu- 
lators on Wall Street puts a severe drag on the economy” and has 
“already dampened economic growth.” 

What do you think of those findings? 

Mr. Slocum. I agree with it. And like I said, it is also in line 
with what Goldman Sachs itself said in a research note to its inves- 
tors. So the estimate provided by Dr. Mark Cooper that you just 
cited is absolutely in line with what one of the largest speculators 
in the country, Goldman Sachs, also estimated. And just like Mr. 
Cicio’s members are hit hard by these increasing prices and the 
volatility, so are working families across the country. And people 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00020 Fmt 6633 Sfmt 6633 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



15 


are beginning to understand the role that Wall Street plays in this. 
We see citizens of all walks of life participating in activities around 
the country directed at frustrations with Wall Street profits while 
families are really struggling to make ends meet. 

Senator Levin. Mr. Turbeville, speculators, according to your tes- 
timony, are now overwhelming the commodity markets and dwarf- 
ing the participation by commercial hedgers. They now account, I 
believe your testimony was, for 70 percent or more of the out- 
standing contracts in many commodity markets while actual hedg- 
ers have fallen to only 20 or 30 percent participation, and even 
lower in some markets. 

You have, I think, indicated that this is a historically new shift. 
Is that correct? 

Mr. Turbeville. That is correct. 

Senator Levin. In other words, a few years ago it was very dif- 
ferent, perhaps the opposite, but at least very different from what 
it is now. Are there any barriers to speculators making up 90 per- 
cent of the commodity market, or even 99 percent? 

Mr. Turbeville. No. In fact, the new position limit rules go to 
the percentage of open interest that an individual speculator might 
have, so that the aggregate amount of speculation in a market, in 
fact, is not limited. And that is a real concern. It is not just the 
size of speculation. It is also the structure of speculation and how 
speculation has created this — has been created in sort of an eco- 
system around the big bank traders that are trading these roll pe- 
riod contracts that I described. 

So it is both the size, absolute size, and the actual structure of 
the speculation that is very much a concern. 

Senator Levin. The most important question is the relationship 
between the amount of speculation in commodities and the prices 
of those commodities. We had a chart we put up there which shows 
that most of the speculative interest is on the long side, but there 
is obviously a short for every long.^ But, nonetheless, when the 
speculative interest is on the long side and is pushing prices up- 
ward, sooner or later there may be a short side to make to be on 
the other side of the deal, but that has an upward price pressure 
on futures contracts. Like any market, if there is a greater demand 
for the paper, it is going to push the price of the paper up, if there 
is a great demand for the long side of that paper. 

Now, how does that get translated into the price of the com- 
modity? I think that is what we really need to drive home, that 
these futures contracts and the demand for futures contracts and 
the demand for the long side on futures contracts, which will be 
met by somebody willing to go short, but, nonetheless, as the de- 
mand goes up for that long side — or the bet that the price is going 
to go up — will not just affect the price of the futures contract but 
that huge demand will be translated somehow into a demand for 
the underlying commodity. 

In my opening statement, I tried to describe how that is done in 
a very simple way, but could each of you now take a try at that 
issue. Let us start with you, Mr. Cicio. 


^See Exhibit la which appears in the Appendix on page 110. 
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Mr. Cicio. One just needs to look at the index fund data that we 
cited earlier that shows that 86-plus percent of all of the positions 
are long. 

Senator Levin. This is for the index fund people. 

Mr. Cicio. For the index funds, that is correct. 

Senator Levin. OK. 

Mr. Cicio. And when that happens, there is mounting pressure 
month after month because they roll their volumes forward. When 
it comes to speculation and what impact it has on price really de- 
pends upon the specific commodity. Like in the case of natural gas 
today, you saw the numbers. We have a lot more speculators open 
interest than hedgers and producers. Because there is a lot more 
of physical natural gas — there is more supply today than there is 
demand for natural gas — the speculators are having a very difficult 
time creating that speculation because the physical product is so 
overwhelming that it is keeping the trading within a narrow range. 
So in that situation, having tight speculative position limits is not 
all that important. The reverse is what we are really worried 
about. If you have a market, a physical market that is basically in 
supply and demand, or there is more demand than there is supply, 
is when you need spec limits. That is when it is crucial that those 
be in place because speculators have a herding effect. They make 
money on the changes in price. They love speculation. They thrive 
on it. That is when their profitability increases. And they go to spe- 
cific commodities when they sense that supply and demand of the 
physical commodity is in their favor to create speculation. So these 
things all tie together to impact the price, but it is on a commodity 
basis. 

Senator Levin. It depends on the supply-and-demand situation 
for the underlying physical commodity in your judgment. 

Mr. Cicio. Yes, sir. 

Senator Levin. Mr. Slocum, do you want to try to address my 
question? How does the speculation get translated into impact on 
price? 

Mr. Slocum. I would be happy to. I think what you see — and you 
kind of alluded to this — is this manufactured demand of these enti- 
ties buying and selling these contracts and controlling such a big 
chunk of it, and particularly the disruptive influence that the index 
funds play, particularly as the contract month comes to expiration, 
where it is crowding out the folks that are looking to legitimately 
hedge. And so it is increasing prices for the market as a whole, and 
a lot of this has to do with the fact that we do not have adequate 
limits on the size of the positions that the banks can take. 

You also see a lot of other effects go on. Markets are based on 
fundamentals. They are based on opportunities. They are also psy- 
chological. Everyone knows that a Goldman Sachs is a major pres- 
ence and player in the market, so when their analysts produce a 
report that say oil is going to hit $90 a barrel or go up to $100, 
it has a phenomenon of saying, well, that is where Goldman is 
headed and that is where we need to head because they are driving 
the market. And so I think that is an issue that also needs be ex- 
amined. 

Senator Levin. OK. Mr. Turbeville. 
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Mr. Turbeville. When the rollover occurs, you see firms like 
Goldman Sachs and JPMorgan and all the very sophisticated firms 
selling the November contract and then buying the December con- 
tract at a higher price because they are insensitive to the actual 
prices they get on the contracts, that all gets passed through to the 
investors. So they are really doing this rollover on behalf of the in- 
vestors and passing the prices through. 

So what happens is that the message goes through to the market 
that sophisticated folks believe that prices are on the rise, prices 
will rise, and it really changes the information that the market has 
about supply and demand. The assumption is that those sophisti- 
cated folks must have some really good supply-and-demand infor- 
mation. That message is very important, and it passes through to 
prices. 

Mechanically, buying the December contract means that for 
many of the markets the physical delivery of product is indexed 
usually to the next maturing contract. So if the price curve is slop- 
ing upward, upward, upward, and pushed up, up, up, then what 
gets translated through is next month’s future contract is higher; 
therefore, that gets indexed to the actual delivery contracts for 
physicals so 

Senator Levin. I want to end my questions, but I want you to 
just drive that point home. 

Mr. Turbeville. Yes. 

Senator Levin. Because this to me is where there is a link, a di- 
rect link 

Mr. Turbeville. Absolutely. 

Senator Levin. A direct link between a futures contract going up 
in price because of that last month, and that is used by the people 
who are actually buying and selling the commodity. 

Mr. Turbeville. That is right. 

Senator Levin. So that there is a direct link between the futures 
contract price going up and the commodity price going up because 
people buying and selling the actual commodity use that next 
month’s futures price as the basis for their price in the actual com- 
modity purchase and sale. Is that correct? 

Mr. Turbeville. That is absolutely the truth. The first thing you 
would look to, not only is it in the contracts, not only is it in the 
procedures for Platts and others that create indices like in the oil 
markets, it actually makes common sense. The first price that you 
would look to is the price that occurs — that is indicated for the next 
month. That will tell you whether you should hold onto your com- 
modity or sell it now, which means that the next price is absolutely 
feeding into by contract, by indices, and by common sense the price 
for delivery of product in the current month. 

Senator Levin. Real product. 

Mr. Turbeville. Real product. 

Senator Levin. In the real current time. 

Mr. Turbeville. That is right. 

Senator Levin. Thank you. Dr. Coburn. 

Senator Coburn. Let me just follow up on that for a minute. 
What you are saying is this is divorced from supply and demand, 
real supply and real demand. 
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Mr. Turbeville. Actually, what I am saying is that real supply 
and real demand, there is not a chart that producers and con- 
sumers go look up supply and demand, here is the price. 

Senator Coburn. No, but take the example — that is not hap- 
pening on natural gas contracts right now. 

Mr. Turbeville. That is correct. 

Senator Coburn. And the reason is because there is an absolute 
excess supply of domestic natural gas in this country. Correct? 

Mr. Turbeville. I think there are two reasons. One is that 
prices are low because of excess supply. The other reason is that 
natural gas is structure — we have looked at this actually in our re- 
search, that natural gas is structurally different from products like 
oil and wheat. Natural gas comes through pipelines and is largely 
unstorable, so that the best predictor of price during a delivery 
month is actually the price in the nearest maturing futures con- 
tract, not the next one. And that is how people actually contract 
for natural gas. 

Senator Coburn. Except it is storable because I can show you all 
the wellheads that are turned off in Oklahoma because there is so 
much gas and there is no place to put it, so they are leaving it in 
the ground. 

Mr. Turbeville. You are absolutely right. It is relatively less 
storable 

Senator Coburn. Let me go to each of you. One of our problems 
is volatility, which the Chairman has talked about, which we are 
seeing, and the connection of volatility to excess speculation. So 
would each of you give me what your definition of “excessive specu- 
lation” is? 

Mr. CiClO. Let me give you a reference point. Prior to 2000, prior 
to deregulation of this market, producers and consumers of natural 
gas were about 70 percent of the market, and speculators were 30 
percent. And I will tell you, from the energy managers that are a 
part of our organization, the market worked very well. The prices 
that we hedged reflected the underlying supply and demand of the 
market all the time. Now, these same people would say that the 
underlying price of the commodity does not always do that, and it 
is because of the influx of a lot of speculators who want to do a 
deal — but because the producer and the consumer have already 
taken care of their hedging, speculators will speculate with specu- 
lators. They are looking for deals to turn, and, again, the only way 
the speculators can turn a profit thru relative volatility. 

And so when you have large traders like the kind I talked about 
earlier, five traders or eight traders controlling 60 percent of the 
natural gas market in 2008, these are companies with large 
amounts of cash, and they can move markets. 

Senator Coburn. All right. But let me go back to my question. 
What is “excessive speculation”? Because that is our whole prob- 
lem. And as you answer this, think about this one thing. Can we 
change the rules here, in our country can we change the rules on 
our exchanges and solve this problem? Because unless they are 
doing it in London, unless they are doing it in the rest of the trad- 
ing centers around the world, my fear is, no matter what we do or 
how we do it and whether we are right or we are wrong, what we 
are going to do is the same behavior is going to take place unless 
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all the exchanges throughout the world — because we will just trade 
somewhere different. We are just one click away. 

So you agree we have to have some speculators in the market to 
make a market. 

Mr. Cicio. Yes, sir, absolutely. 

Senator Coburn. So what is your definition of “excessive”? 

Mr. Cicio. The only reference point — and this is not a good one. 
But the only reference point would be the one I mentioned earlier. 
Prior to deregulation, with 30 percent speculators 

Senator Coburn. So compared to what it was then. 

Mr. Cicio. We had deals getting done, producers, consumers, and 
speculators, and so I would say — this is not an organization state- 
ment, but anything more than 30 percent. 

Senator Coburn. All right. And I would just say that discounts 
the change from 2000 to 2011 in terms of the globalization of all 
this trading, right? I mean, we have a lot of participants in our 
market that are not Americans. 

Mr. Cicio. But, Senator, this market is all about a commodity, 
a physical commodity, and the players, the number of players and 
the physical product in this case, natural gas, has hardly changed 
at all. It has only increased 6.5 percent since 1995, but the volume 
of trades has increased 600 percent. 

Senator Coburn. So it has not had any effect on price. 

Mr. Cicio. Today, that is correct because of the oversupply. But 
just go back a few years ago, and, yes, sir, we did have high vola- 
tility and erratic pricing and prices higher than what we should 
have had. 

Senator Coburn. Yes, OK. Mr. Slocum, thank you. 

Mr. Slocum. Yes, I would like to just build on Mr. Cicio’s com- 
ment, but it is clear that the data indicate a rise in the level of 
speculators, and to specifically answer your question, I think it is 
when those that do not have physical delivery or production con- 
tacts to the underlying commodity have a dominating presence in 
the market. Those that have delivery commitments or want to 
hedge — or if they are suppliers and want to hedge their exposure, 
when they are vastly outnumbered, and particularly with the rise 
of the index funds, where there is no interest in the physical deliv- 
ery or supply of the underlying commodity, I think that the mar- 
kets have become skewed. And transparency and disclosure I think 
is essential because the more transparent the marketplace is, the 
better functioning it is going to be for all participants, and we still 
do not see enough transparency. And I really think we need to see 
trader- specific-level data, not instantaneous because that would 
violate some proprietary issues, but for too long the banks have en- 
joyed their relative obscurity in not being publicly identified. 

I remember I was at a hearing at the CFTC, and I was making 
comments critical of some of the large investment banks for their 
speculative activities. And there was a gentleman from a hedge 
fund who sounded a lot like me, and I had to talk to this guy and 
figure out why a hedge fund guy was sounding a lot like the En- 
ergy Program director at Public Citizen. And it was because he was 
complaining that the banks control the market, that it is too secret. 
This is a large hedge fund, one of the largest in the country, and 
he felt that he was at a massive disadvantage to Goldman Sachs. 
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So imagine if you are one of those smaller independent gas pro- 
ducers in Oklahoma or a manufacturer trying to compete in a glob- 
al economy. The deck is stacked against them as long as the banks 
are able to operate in secret and do not have adequate controls 
over the size of their positions. 

Senator Coburn. So it is your assumption that it is all the banks 
that are creating the excessive speculation? 

Mr. Slocum. I think the data indicates, and especially the leaked 
data that finally named some individual names, that the banks 
clearly are at the top of the list in terms of their positions. But it 
is also clear that there are major, especially vertically integrated 
players in the petroleum sector that are also big. Chevron inadvert- 
ently disclosed that it 

Senator Coburn. Yes, that is a repeat. Mr. Turbeville. 

Mr. Turbeville. I think you start with what excessive specula- 
tion is. There is actually some fairly good knowledge on what the 
required amount of speculation is, and that tends to be somewhere 
about a third of the whole market. Two-thirds hedging/one-third 
speculation makes the market work. 

Speculation in excess of that really ties into the very purpose of 
the market, which, interestingly, sort of reflects the language of the 
Commodities Exchange Act. When they originally talked about 
back in the old days excessive speculation, they described it as “un- 
warranted and inappropriate higher prices in volatility.” I think 
that ties into the purpose of the market. To the extent that specu- 
lation is not required but is in excess of what is required, it is ex- 
cessive, meaning it is bad, if it damages the price discovery func- 
tion so that suppliers and consumers can know what the forward 
price is — in other words, it damages the forward price curve that 
I was talking about before — or it inhibits in anyway hedgers actu- 
ally hedging their positions in the market — the two real functions 
of the market, hedging and price discovery, which are related. 

So if volatility causes it to be very expensive to hedge, that is a 
bad thing, and if excessive speculation causes that, it should be 
ended. If the price discovery function is damaged, meaning I do not 
know where prices are going because of things that are being done 
in the speculative market, that is a bad thing. 

So speculation is excessive if it damages price discovery or the 
ability to hedge well. 

Senator Coburn. Excessive speculation leads to markedly in- 
creased volatility, what you should expect some market force on 
real supply and demand to have some influence on. 

Mr. Turbeville. You would. 

Senator Coburn. In up movements you should see exaggerated 
up movements. In down movements you should see exaggerated 
down movements. And from the testimony I hear, I am not hearing 
that there is an excessive down movement. Explain that to me on 
speculation, when there is a marked excess supply, why we do not 
see an excessive down movement. 

Mr. Turbeville. That is really an interesting point, and it goes 
to the issue — ^you would expect to see it. We have all grown up in 
the Chicago School of Economics that markets work perfectly and 
are very efficient, which I think sometimes makes it hard for some 
of the academics to understand what is going on in the commod- 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00026 Fmt 6633 Sfmt 6633 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



21 


ities markets right now. I am not an academic, so maybe that is 
easier for me somehow. 

Senator Coburn. So maybe you can understand it. 

Mr. Turbeville. Exactly. [Laughter.] 

I think the reason is the market is actually imperfect. If you 
have a huge sector of the market that is long only and is insensi- 
tive to price and trades on specific days that everybody knows 
about, what you have is this force, this bias, if you will, towards 
upward prices. So I think what you see in sort of the boom-bust 
cycle, what is suggestive, as our research suggested, is that, in fact, 
what is happening, this constant trading without regard to what 
the price is, I do not care what price 

Senator Coburn. I know if that is the case, that means the in- 
vestors in those instruments are price insensitive as well. 

Mr. Turbeville. That is correct. 

Senator Coburn. And why are they? 

Mr. Turbeville. Because they actually are investing to create a 
portfolio effect in a larger 

Senator Coburn. Then why is not everybody doing that? Why 
isn’t all the money moved there? If it is a sure deal, if it is a sure 
bet and that price is on the come and it is going to rise, why isn’t 
everybody doing it? You cannot have it both ways. 

Mr. Turbeville. Right. 

Senator Coburn. If they are price insensitive, if they do not care 
what the price is because they are sure they are going to make 
money on the next month as they roll it over, why isn’t everybody 
doing that? 

Mr. Turbeville. Well, OK. There are two questions. If you 
would, indulge me here. The investors are not in it to make money 
like you would make money on a stock. They are in it because they 
want to have part of their portfolio that moves just like commod- 
ities move. 

The other side of the coin, which is a really interesting one, 
which is our premise is that because of the trading activity, the 
curve moves up, right? Why don’t the arbitragers squeeze that out 
instantaneously? That is a really good question, and efficient mar- 
kets theorists would say that would happen. Our data suggests 
that it actually does not happen, so you sort of ask yourself the 
question why. 

I personally believe that the reason why is that the market as 
a whole — remember, the trading is done by Goldman Sachs and 
JPMorgan, those folks. As they see those traders pricing those con- 
tracts, their interpretation is, well, they must know something that 
we do not. And it is not random trading activity. But it is not trad- 
ing activity based on the rationale of profit and loss. 

Senator Coburn. Of a transparent market. 

Mr. Turbeville. Right. So it confuses the world about what the 
supply and demand is. I actually think that is what is going on, 
is that the prices are distorted. So going back to excessive specula- 
tion, if the price discovery function is being injured, that is a prob- 
lem, and I would consider that excessive speculation and specula- 
tion that should be corrected. 

Senator Coburn. Thank you very much. 

Mr. Slocum. Dr. Coburn, may I quickly add something? 
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Senator Coburn. Sure. 

Mr. Slocum. As part of my written testimony, I took a look at 
the Goldman Sachs Commodity Index (GSCI), and so your question 
is, if these index funds are such a good deal, why isn’t everyone 
moving into them? According to SEC filings by GSCI, in January 
2009 there were 135 shareholders or entities that were investors in 
GSCI. Two years later, in January 2011, there were 49,120. Now, 
they do not provide any explanation of whether or not there was 
some sort of plausible explanation of this or whether or not Gold- 
man’s sales reps are doing a heck of a job selling to institutional 
investors and high-net-worth individuals. But those numbers are 
staggering, and it is clear that Goldman is promoting this as an in- 
vestment vehicle for certain key audiences. 

Senator Levin. All right. Let us try another round. I want to 
move to high-frequency trading. Are you aware, each of you, of an 
increased presence of high-frequency traders in the commodity 
markets? And if so, are those high-frequency traders exacerbating 
volatility and price distortion? Let us start with you, Mr. Cicio. 

Mr. Cicio. Well, yes, high-frequency trading is putting a lot of 
pressure on volatility. As stated earlier, traders make their profits 
on price movements. It does not matter whether it is up or down. 
And so the high-frequency trades is having a direct impact on mov- 
ing the market, and that is not good for price discovery when we 
are looking at a consumer for a price that reflects the supply and 
demand rather than reflecting high-frequency, computer-driven, 
technical trading, speculator-driven type of decisionmaking. 

Senator Levin. Mr. Slocum, do you agree with that? 

Mr. Slocum. Absolutely. Mr. Chairman, I testified before a panel 
that the CFTC put together a year or so ago, and after our re- 
search at Public Citizen, we deemed that high-frequency traders do 
not serve a legitimate function in these markets. 

With all due respect to the hard-working career staff at the 
CFTC, which are doing a heck of a lot with relatively little re- 
sources — 

Senator Levin. And they are looking right at you as you testify. 

Mr. Slocum. Right. They cannot compete with the types of strat- 
egies, computers, and resources. It is overwhelming for enforce- 
ment staff to keep up with the activities and the volume and the 
constantly evolving strategies of these high-frequency traders. And 
as long as our hard-working regulators are unable to get a handle 
on how these high-frequency traders are operating, it is clear that 
they are not serving a legitimate market function. It is clearly 
disadvantaging those that are seeking to enter the market for le- 
gitimate hedging purposes. 

Senator Levin. OK. Mr. Turbeville. 

Mr. Turbeville. I agree with the other panelists in what they 
have said. The high-frequency trading is to gain advantage based 
on a different level of knowledge that others in the market have. 
That is the whole point of it. And in the commodities markets, that 
is a very dangerous thing. It is different from the stock markets 
and bond markets which are really — there is no such thing, for in- 
stance, as excessive speculation in the stock market. So that kind 
of activity in the commodities market can be more damaging to the 
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market itself because of the functions that we described, hedging 
and price discovery being the main ones. 

I am also concerned about this: I am concerned that as the mar- 
kets evolve into markets with swap execution facilities so that ev- 
erything is electronic but that there are multiple venues in which 
transactions can be matched, that the ability of high-frequency 
trading to actually move around from venue to venue to venue to 
take advantage of things like payment for volume — in other words, 
a swap execution facility could well pay for volume because they 
get value from the other side of the trade — that you might see the 
kind of activity from high-frequency traders that is actually gaming 
the system that is actually created to maximize full disclosure of 
what is going on. So the full disclosure is really good, but without 
some kind of a control to make sure that HFT types do not move 
transactions around, that could actually allow those folks to game 
the system to the detriment of others and make it an unfair sys- 
tem. 

Senator Levin. Let me ask you about Exhibit lb,i which is a 
chart which shows total assets invested in commodity-related ex- 
change traded products. These totaled over $100 billion last year, 
these commodity-related ETPs, as they are called. And we have 
listed a lot of those in Exhibit 6 ^ in our book. ETPs offer securities 
now that track the value of a commodity — or a basket of commod- 
ities, but they trade like stocks on an exchange. 

Are ETPs adding to speculative pressures on the commodity mar- 
kets? Let us start with you, Mr. Turbeville. 

Mr. Turbeville. There is no question. If you look at it from a 
more cosmic level, the 30,000-foot level, one of the things hap- 
pening is you are creating a huge amount of synthetic ownership 
of commodities as if they were hoarded, and the market is actually 
interpreting that at some level the commodities are being hoarded, 
therefore, the prices move up until something happens and the 
bubble bursts and everybody say, oh, yes, I remember now, those 
were just synthetically hoarded. So it is absolutely a similar kind 
of thing. 

To be honest with you, there is one question that the world 
should ask itself. This desire to own commodities, if you own a bas- 
ket of commodities for 125 years, should we all live that long? You 
will have made something like the inflation rate on that market 
basket. That is all. 

The world should ask itself: Why is this such a popular thing to 
do? Is it because it is a good thing to sell by the sales folks? Or 
are people actually making sensible investment decisions by actu- 
ally putting their money into commodities if, in fact, what I said 
is true, is after 100 years you have just got inflation after all? 

Senator Levin. Just very quickly, because I have some other 
questions, Mr. Slocum, would you agree with that, that ETPs are 
adding to speculative pressures on the commodity market? 

Mr. Slocum. I would, absolutely, and I really applaud the efforts 
of this Subcommittee to address some of the issues of this, particu- 
larly what you outlined in your opening statement about mutual 


^See Exhibit No. lb which appears in the Appendix on page 111. 
2 See Exhibit No. 6 which appears in the Appendix on page 176. 
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funds using their investments in this to kind of get around some 
existing regulations. That is clearly problematic. 

Senator Levin. OK. Mr. Cicio. 

Mr. Cicio. Most certainly. 

Senator Levin. And now let us go to the mutual funds question. 
As I mentioned, we have an exhibit, Exhibit 7a,i that identifies 40 
mutual funds that primarily trade in commodities. The commodity- 
related mutual funds over the last several years have gotten into 
the game big time. We have come across one mutual fund that has 
over $25 billion in assets with one of its primary purposes to trade 
in commodities. 

Are mutual funds that trade in commodities also contributing to 
commodity price speculation? And do you believe that we ought to 
keep the 90-percent rule that investment revenues accrued by mu- 
tual funds must be realized from investments in securities and no 
more than 10 percent should be realizable from alternative invest- 
ments, including commodities? Can you give me a yes, no, or 
maybe? Mr. Cicio. 

Mr. Cicio. We think that mutual funds should not be partici- 
pating in commodities period because, again, it has nothing to do 
with supply and demand and price discovery. 

Senator Levin. We currently have a 10-percent rule, so you at 
least would want us to hold to that. 

Mr. Cicio. Yes, sir. 

Senator Levin. Mr. Slocum. 

Mr. Slocum. I agree, absolutely, yes. 

Senator Levin. OK. Mr. Turbeville. 

Mr. Turbeville. The numbers are just staggering. Any percent- 
age of mutual funds added compared to an open interest in com- 
modities, in physical commodities of around $900 billion would just 
swamp it, yes. 

Senator Levin. And there is no stopping it now if they are al- 
lowed to continue to have these offshore deals that they wholly own 
and if they are allowed to in other ways circumvent the 10-percent 
rule? 

Mr. Turbeville. There is no stopping it, and the sales forces 
must be very effective, as I pointed out before. 

Senator Levin. By the way, we did actually stop it in the Senate. 
We had a House bill which would have eliminated that limit of 90 
percent and said you can have as many speculative investments as 
you want in commodities. It came over from the House with the 
abolition of the 10 percent. We were able to strike it here. And the 
Senate sent it back to the House without that. There were some 
other things, mutual funds requested, but it did not get that one. 
And I think there has been very little attention paid to this issue, 
and I would hope that one of the things this hearing will do is to 
focus on this question really for the first time as to whether we 
ought to have this circumvention, through the offshore — these cor- 
porations which are shell corporations, and who is going to regulate 
them, and that is a big issue which we will also get into with Mr. 
Gensler. 

I think I am over my time on the second round. Dr. Coburn. 


^See Exhibit No. 7a which appears in the Appendix on page 185. 
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Senator Coburn. Thank you. Let us go back to what we have 
kind of created. It is very interesting. I am trying to get a balance 
on where this bubble, if we do not do something about what is 
going on, is going to end, because it is not going to go up forever. 
In other words, there is going to be a point in time where somebody 
says, well, these guys are trading this next month. They are say- 
ing, “How do I make money off that?” And then there is going to 
be the opposite of that. 

So, we are always going to have to have speculators to make a 
market. We really cannot make a market without some speculation 
in it. If we could, we would not be where we are today. If we go 
too far or if we do not go far enough, we are going to have price 
exaggerations, either below or above, and I think everybody would 
agree with that. And we are always going to have some price exag- 
geration based on world events, whether it be Libya causing oil to 
cost $15 to $17 — maybe that was exaggerated based on what we 
are seeing today, but the fact is there was a world event that put 
world oil supplies at risk and that should have some effect on com- 
modity prices. The same thing on cotton, as I mentioned before. 
You had crop failures. You had $4 cotton in this country, which no- 
body had ever seen. 

Was that an exaggeration because of this? Was it made worse? 
So I would like your comment on how you tie in true supply-de- 
mand effects and what we are seeing. How are those true supply- 
demand effects that enter the market, that are fundamental dif- 
ferences in available supply or excess supply or marked increase in 
demand for some reason or another, how do those interact with 
what we are seeing going on in the market? 

Mr. Slocum. I think that there is no question that the supply- 
demand fundamentals play a role in these markets. It is why you 
have seen this big disconnect with natural gas and crude oil. It is 
because natural gas is not globally priced, and we do have enor- 
mous supply. That will definitely change if we start switching more 
and more of our coal plants to gas or if T. Boone gets his way and 
we have got more trucks on the road using natural gas. And as Mr. 
Cicio noted, it was in the very recent past that we saw significant 
price increases and volatility. Natural gas has a long history of 
that kind of volatility. 

But it shows that with massive amounts of supply-demand evi- 
dence that is dominating the market, supply-demand can play a 
role, but in a globally priced commodity like crude oil, where you 
have speculators playing a significant role, I think that what we 
see is the volume being driven by these speculators and by the 
index. 

Senator Coburn. With the marked excess in supply of natural 
gas, why isn’t it significantly lower than it is today if these guys 
are playing? Why isn’t it $2 instead of $3.60 or $3.90? 

Mr. Slocum. Right. 

Senator Coburn. Why isn’t it $2? 

Mr. Cicio. That is what manufacturers are asking. 

Senator Coburn. But I am asking it on the basis if we have ex- 
cess speculation based on market forces or intended market forces, 
why aren’t we seeing an exaggeration on decreased price? That is 
my whole problem with what we are being presented with here 
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today. Everything seems to be rigged for an upward bias, but when 
there is fundamental market indices that say there is absolute two 
to three times as much natural gas as this country can consume 
available right now, why aren’t you seeing the other side of this? 
Where is the market failure in that? 

Mr. Cicio. Well, actually. Senator, as consumers, given the in- 
creased supply of physical natural gas, we think that prices prob- 
ably should be lower than they are. But because of the ETFs and 
the ongoing long positions that I talked about, remember, 86 per- 
cent of all of the index positions historically have been long. There 
is this growing amount in volume of long positions that keeps en- 
couraging the upward pricing pressures versus a reflection of the 
oversupply of the marketplace. 

But interesting about natural gas is that if you look at the Chi- 
cago Mercantile Exchange, which I did last week, and look out 5 
years to see what the price of natural gas is, given our vast supply 
of natural gas, one would think that there would be a downward 
price curve, much like what was talked about earlier, which is his- 
torically what commodities had. They had a downward pricing 
curve. Natural gas prices 5 years out show a 52-percent increase. 

Senator Coburn. Yes, but that is readily explainable. We are 
building LNG terminals. We are going to ship it to the Chinese and 
Europe. The other factor is we are going to see massive inflation 
in this country in 2 or 3 years, and people are anticipating that. 
So maybe that is the reason that there is not the downward side 
to it. But I still have problems. Mr. Turbeville. 

Mr. Turbeville. One of the things that occurs to me about nat- 
ural gas is something you mentioned, which is that natural gas 
gets stored in the ground as opposed to next to its use. So there 
is a limit on how low natural gas can go because no matter how 
much the supply is, the constraint is actually the transmission as- 
sociated with it. But the fact is that one way to approach all of this 
is to try to decide how much — or what really is the effect of trading 
as opposed to supply and demand, is to look at elements that are 
unrelated to supply and demand — I am sort of promoting what we 
did, but that is specifically why we did it. 

We looked at the 5-day roll periods — over 27 years, which has 
nothing to do with supply and demand, and looked at the bias asso- 
ciated with that. The law of supply and demand has not been re- 
pealed. Nobody should think that is true. However, it is fairly cer- 
tain that this inefficiency does occur on the margin, and how much 
is it? It is hard to say. The St. Louis Fed has said it is something 
like 17 percent of the price. It probably changes over time. But it 
also is biased towards upward levels, and it is because of this huge 
price-insensitive long that is in the market. I believe that is true, 
too. 

Senator Coburn. All right. Thank you. 

Senator Levin. The rule that came from the CFTC makes a dis- 
tinction between commodity swaps that reference a single com- 
modity, like oil, and those that reference a basket of different kinds 
of commodities, like oil, gold, and wheat. The rule applies position 
limits to single commodity swaps but no limits at all to multiple 
commodity swaps. 
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Can you give us your opinion as to the basis for that distinction? 
And how does it affect the effort to combat excessive speculation? 
Let us start with you, Mr. Slocum. 

Mr. Slocum. Well, in terms of why the CFTC has taken this ap- 
proach, I think Mr. Gensler is following us, and I think he is a lot 
more qualified to 

Senator Levin. We will ask him, too, but do you 

Mr. Slocum. Yes, I do not know why they have done that. I am 
concerned that differing treatment is problematic and will encour- 
age levels of speculation because of that loophole that are going to 
be problematic for consumers. 

Senator Levin. OK. Mr. Turbeville. 

Mr. Turbeville. I guess we are mostly interested in the result, 
right? Do commodity index funds get effectively regulated and lim- 
ited? They have taken this approach of saying a multiple index 
swap is not disaggregated into its component parts. It is just a 
swap that exists out there and is not subject to 

Senator Levin. Does that trouble you? Are you OK with it? 

Mr. Turbeville. I am OK with it as long as the actual limits 
themselves — because what happens is, of course, the bankers then 
have to go do swaps and futures on the other side of that. If those 
swaps and futures really got effectively regulated, it would not be 
a problem. My concern is that there are too many ways to use the 
single entity limits in such a way and to manipulate them so that 
the bankers never will get regulated. So the better result would 
have been to say a multiple swap is regulated and limited. 

Senator Levin. What happens if a basket is 99 percent oil and 
1 percent something else? Doesn’t that kind of make the position 
limits ineffective? 

Mr. Turbeville. Yes. 

Senator Levin. I know you are worried about that. We are just 
warming up for Mr. Gensler. [Laughter.] 

Mr. Turbeville. I understand. Yes, I would have been person- 
ally, and as an organization, more comfortable to go ahead and ad- 
dress the issue straight on and say let us talk about the swaps 
themselves rather than indirectly trying to get — you are right. 
What happens is it becomes a metaphysical concept. 

There is by analogy in other rules, agricultural rules, that more 
than 50 percent will constitute that swap, an oil swap, but it does 
not actually apply to oil. 

Senator Levin. OK. Mr. Cicio, do you have a thought on that? 

Mr. Cicio. Well, just briefly. We were troubled by the differing 
treatment as well, and we would rather have the spec position lim- 
its apply to all, so undifferentiated. 

Senator Levin. OK. Just one last question about a netting rule 
in the final rule of the CFTC which allows a swap dealer who spon- 
sors a single commodity index fund to net any short position cre- 
ated by the sale of a commodity swap to a client with a long future 
involving the same type of commodity. So the netting rule means 
that to the extent the swap dealer is hedging its financial risk by 
buying long futures to offset its client’s speculative bet, the swap 
dealer can claim his position is flat and not subject to any position 
limits. 
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So the swap dealer then could sell $1 billion in swaps to a lot 
of clients and then offset that risk by buying $1 billion in futures, 
affect the price of those futures it is buying, but still not be subject 
to any position limit. Does that netting rule open up a loophole for 
swap dealers who will be able to sell and offset as many single 
commodity swaps as they want even if that activity floods the com- 
modity markets with speculative money? Is there a loophole cre- 
ated by that rule, Mr. Turbeville? 

Mr. Turbeville. That was a change to the proposed rule that 
was in the final rule. The concern there is that what the rule sug- 
gests is that the swaps market and the futures markets are all one 
market and should be viewed as such. We think that is not appro- 
priate. We think that the futures market is a very specific market 
that creates a very important — it has a very important role in price 
formation and price discovery. And so the netting across those two 
clearly should not be allowed, although it is. 

Senator Levin. OK. Mr. Slocum, do you want to comment on 
that? 

Mr. Slocum. I definitely share your concern. I think you articu- 
lated a potential abuse, and I think it underlies the fallacy of cre- 
ating this potential for loopholes. 

Senator Levin. OK. Mr. Cicio. 

Mr. Cicio. And we agree with you, sir. 

Senator Levin. I said that was my last question, but I do have 
one other comment I want to make, and that has to do with a com- 
ment of the CEO of the Intercontinental Exchange (ICE). It is 
headquartered in Atlanta, and Jeffrey Sprecher was quoted in a 
September investment bank research report as saying that the en- 
ergy markets may work better with position limits in place. It is 
a very important comment because it is coming from the CEO of 
ICE, but it has not been, I think, widely quoted yet, and I hope this 
may help a little bit if I quote it: 

“It is not necessarily a bad thing for exchanges to prevent one 
large player from having concentration. ICE imposed its own 
version of position limits in its markets. The volume had actually 
increased. There was a healthier market with more and smaller 
players as a result.” 

And here is what he then said: “A lot of people do not like the 
thought of being limited in any way, but the reality is, and the evi- 
dence so far at ICE is, that we have grown very well during a posi- 
tion limit regime.” 

I am just wondering whether each of you would welcome that 
kind of a comment from a person in that position. Mr. Cicio. 

Mr. Cicio. Clearly, yes, sir. 

Senator Levin. OK. Mr. Slocum. 

Mr. Slocum. Yes, I think it underlies how much of the debate 
on this issue, and sometimes others, where you have some powerful 
interests where their status quo is threatened and they will claim 
that the sky is falling is very basic regulatory oversight is applied 
to their sprawling complex operations. And every once in a while 
you get a moment of truth in that, like apparently the CEO of ICE. 
So I am glad that you are quoting him on that. 

Senator Levin. Mr. Turbeville. 
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Mr. Turbeville. I not only welcome it, I agree with everything 
he said. 

Senator Levin. Thank you all. We are going to make all the 
statements part of the record, and there is an additional request 
for a statement to be made part of the record by the Petroleum 
Marketers Association of America and the New England Fuel Insti- 
tute, and we will make that testimony part of the record. We will 
leave the record open for other organizations that might wish to 
file statements. 1 

We will thank this panel. It has been very useful and helpful tes- 
timony. Thank you all. 

[Pause.] 

Mr. Gensler, we welcome you. We appreciate your not just com- 
ing here to testify but taking some extra time to listen to our other 
witnesses. We very much appreciate that. We look forward to your 
testimony. 

I think as you know, all the witnesses who testify before our 
Subcommittee are required by our rules to be sworn, so I would ask 
you to please stand and raise your right hand. Do you swear that 
the testimony you are about to give will be the truth, the whole 
truth, and nothing but the truth, so help you, God? 

Mr. Gensler. I do. 

Senator Levin. The light will go on from green to yellow about 
a minute before the 10-minute period is up, so we would ask you 
to try to limit your oral testimony to no more than 10 minutes. 
There will be whatever time we need, obviously, to get your entire 
testimony in one way or another. So we again thank you for being 
here and please proceed. 

TESTIMONY OF THE HON. GARY GENSLER, 2 CHAIRMAN, 
COMMODITY FUTURES TRADING COMMISSION 

Mr. Gensler. Good morning. Chairman Levin and Ranking 
Member Coburn. 

Senator Levin. We expect he will be able to return. He had an- 
other important mission here this morning. 

Mr. Gensler. Well, if Ranking Member Coburn is listening 
somewhere, I thank him as well. 

I thank you for inviting me here today to talk about the changing 
nature of the derivatives markets and on position limit rules. 

The derivatives markets have changed significantly since the 
CFTC opened its doors back in 1975, and you have noted in some 
of your excellent charts these changes. But, first, there is the 
swaps market as well. This emerged in the 1980s, and it is now 
seven times the size of the futures market. 

Second, instead of being traded just in the trading pits in Chi- 
cago and New York and elsewhere around the globe, much of the 
market, over 80 percent, is traded electronically, a click of a button. 

Third, while the futures market has always been where hedgers 
and speculators meet in a marketplace, a significant majority of the 
market is made up of now swap dealers, hedge funds, and other fi- 
nancial traders. 


^The prepared statement of Mr. Ramm, Petroleum Marketers Association of America and the 
New England Fuel Institute which appears in the Appendix as Exhibit No. 10 on page 266. 

2 The prepared statement of Mr. Gensler appears in the Appendix on page 98. 
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Fourth, the vast majority of trading is now day trading or trad- 
ing in what is called calendar spreads, between 1 month and a 
later month, but not necessarily to go outright long or outright 
short. And I would add, as your charts suggest also, a fifth point 
is that a significant portion of the market is now in these index in- 
vestments, more on the long side than on the short side. 

Now, the CFTC is focused on ensuring our regulations are re- 
sponsive to today’s markets. We are an agency that is not set up 
to be a price-setting agency, but it is an agency to promote trans- 
parency in markets, to police against fraud, manipulation, and 
other abuses, and to ensure that there is integrity in markets and 
the price discovery in the market has integrity for all the hedgers 
in this market. 

This summer, of course, with the Dodd-Frank Act’s passage, we 
turned a corner and began finalizing many rules with regard to the 
swaps market but also updating some of the market rules on the 
futures market, and to date, we have completed 18 final rules and 
have a busy schedule throughout the rest of the year and into next 
year. 

We have completed rules giving the CFTC enhanced anti-manip- 
ulation and anti-fraud authority, and it extended the Commission’s 
reach to include reckless use of fraud-based manipulative schemes. 
And I know we have chatted about this in the past as a very im- 
portant extension of our authority to fill a gap in our enforcement 
tools. 

The CFTC also approved a final rule on large trader reporting 
for physical commodity swaps. For the first time, the clearing- 
houses and the dealers, the swap dealers themselves, must report 
to the Commission information about swaps activity on the large 
trades, and that rule actually went effective last month — well, now 
2 months ago, September. 

The CFTC also completed the rules that are the center of this 
hearing, the aggregate position limits rules for physical commod- 
ities. A position limit regime is a critical component of comprehen- 
sive regulatory reform of the derivatives markets. Position limits 
have served since the Commodities Exchange Act passed in 1936 
as a tool to curb or prevent excessive speculation that may burden 
interstate commerce, and the emphasis might be on prevent, as the 
Chairman mentioned earlier, and it has been used since, I think, 
we first put in place our predecessor’s position limits in 1938 using 
that initial authority. I think it was then in bushels. It might have 
been 2 million bushels of a certain grain. 

And though, as I mentioned, the CFTC is not a price-setting 
agency, at the core of our obligations is to promote market integ- 
rity, which the agency has historically interpreted to include ensur- 
ing markets do not become too concentrated. You mentioned that 
quote of an exchange leader — but I think that was really at the 
core of what Mr. Sprecher’s quote was — about concentration of 
markets and making sure that there is no one who has an outsize 
position. 

In the Dodd-Frank Act, Congress mandated the CFTC to set ag- 
gregate positions for physical commodity derivatives, and this 
would include for the first time and historically position limits on 
swaps as well as futures, which I mentioned are seven times the 
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size of the market, and even certain linked contracts on foreign 
boards of trade that might be trading overseas but linked to these 
contracts. And the final rule achieved that. 

The Dodd-Frank Act also tightened the definition of bona fide 
hedging. Since the 1930s, the concept was this was a limit on spec- 
ulators not hedgers, but over time there had been some creeping 
and widening of that by the CFTC, various rules and interpreta- 
tions and sometimes no-action letters. Congress addressed that and 
said it should be narrowed such that the exemption only be for 
transactions and positions that served to mitigate risk in the cash 
market for a physical commodity, and I believe the final rule 
achieved that as well. 

The Dodd-Frank Act also mandated that we set position limits 
for energy, metals, and agriculture for the spot month and some- 
thing called individual month and all months combined, and I be- 
lieve the final rule achieved this on the 28 physical commodities. 
I would mention that the rule re-establishes position limits for all 
months combined and individual months for energy and metals, 
which had existed actually, but had been taken off in 2001 in en- 
ergy and in the late 1990s in the metals markets. 

Before I close, I would like to briefly mention the events this 
week of MF Global, if I might. Earlier this week the CFTC and 
SEC determined that the Securities Investor Protection Corpora- 
tion-led bankruptcy proceeding would be the safest and most pru- 
dent course of action to protect customers of this failing financial 
institution. The most troubling aspect about MF Global’s situation 
is the shortfall of customer money in the firm. Segregation of cus- 
tomer funds is at the core, and it is really a foundation of customer 
protection in the commodity futures and swaps markets. Segrega- 
tion must be maintained at all times. Simply put, that is at every 
moment of every day down to the nanosecond. 

The Commission intends to take all appropriate action within the 
purview of the Commodities Exchange Act and the Bankruptcy 
Code to ensure that customers maximize the recovery of funds and, 
I say, to discover the reason for the shortfall in the segregated cus- 
tomer money. The CFTC and SEC and other regulators will con- 
tinue to closely coordination actions, and I thank you. I would be 
happy to take any questions. 

Senator Levin. Well, thank you very much, Mr. Gensler. Since 
you made reference to the MF Global, let me just start with that. 
Is there any risk of a taxpayer bailout in this case? 

Mr. Gensler. No, I think this was an example, actually, of a fi- 
nancial institution having the freedom to fail. 

Senator Levin. So there is no risk of a taxpayer bailout. 

Mr. Gensler. I think that is right. I think when the Chairman 
of the SEC and I were on these middle-of-the-night conference calls 
from 2:30 a.m. to about 7 a.m. on Monday and we not only in- 
formed that there was not somebody to take the customer positions 
over but that there was the shortfall in the customer accounts, we 
really saw no alternative but to protect the customers, put it into 
bankruptcy, and it is in liquidation. But, Chairman, I do not think 
that there is any taxpayer money behind this. 

Senator Levin. Or at risk. 

Mr. Gensler. Or at risk. 
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Senator Levin. Now, you made reference to what the CFTC is 
going to do or continue to do, I think was your word. Can you tell 
us just briefly what you have done and what actions you can take 
or will take to protect their clients? 

Mr. Gensler. Well, throughout this week we have worked very 
closely with the court-appointed trustee who is now in place over 
this company, and we have worked very closely with the various 
clearing organizations and other clearing firms to try to move the 
positions. We were successful yesterday that the bankruptcy court 
did an order to allow customer positions to move. But the monies 
themselves may have to wait a bit because the trustee and the 
bankruptcy court have to really do a full accounting. We are in 
there as well. We have had people at MF Global since last Thurs- 
day really trying to assess this, but, of course, events changed dra- 
matically on Monday with the shortfall. 

Senator Levin. OK. Now, getting back to the subject of the hear- 
ing today, let me start by asking you about the Dodd-Frank Act re- 
quirement that you have attempted to implement in your rule and 
trying to curb excessive speculation and manipulation in the com- 
modity markets by imposing position limits on commodity traders. 
I am just wondering whether you feel, as the Dodd-Frank Act be- 
lieves and reflects, that it is critical to put this rule in place for 
jobs, for economic recovery, to help ensure that prices for vital com- 
modities like crude oil will reflect supply and demand rather than 
speculative pressures. 

Mr. Gensler. I do think it was critical to put this in place and 
to fully implement it. I think it is critical that these markets have 
only — that they not have outsize concentration by one party or an- 
other, and particularly as Congress intended for us to do to place 
these limits on speculators. I think that markets work best when 
they have a diversity of points of view and a diversity of specula- 
tive interest. They are really primarily, as I think you and others 
have said, for hedgers to hedge. It was originally somebody growing 
corn or wheat to lock in the price at harvest time, and then, yes, 
there was a speculator on the other side who locked in that price 
and in a sense was taking a bet on where corn or wheat would 
trade. 

Senator Levin. But the speculation has now gone way beyond 
providing the needed liquidity for that kind of hedging, so now 
speculation is a greater part of the market than the actual trading 
that is needed if you are going to hedge. Would you agree with 
that? 

Mr. Gensler. Yes. I remember discussing this with you about 3 
years ago when we were in your office, when I was just a nominee 
for this job. But I think I share that view. 

Senator Levin. And do you believe that the price swings in oil 
futures in 2008 and 2001 were caused in part by speculation and 
that became disconnected to the fundamentals of supply and de- 
mand, that these broad price swings in oil obviously have an actual 
market connection to the real fundamentals of supply and demand, 
but that there is a significant part of these price swings in oil fu- 
tures that are the result of speculation. 

Mr. Gensler. We are not a price-setting agency, but when the 
markets are made up of — I will use oil — approximately 12 or 13 
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percent of the long positions of producers and merchants, and if I 
recall, mayhe 18 percent of the shorts. And we publish these fig- 
ures every Friday. They are public. So that means 80 to 87 percent 
of the market are financial participants, swap dealers, hedge funds, 
and other financials. 

Senator Levin. Those are the speculators we are talking about. 

Mr. Gensler. People generally use that word. 

Senator Levin. Right. 

Mr. Gensler. But I think it is both hedgers and speculators, and 
financials have an influence on price, so on any given day it is hard 
to determine whether it is up or down, but I think it is 
uncontroversial that speculators, when they are 80-plus percent of 
the oil market, and some of the agricultural markets at 60 percent, 
have a role to play, as has been known since the 1930s, and then 
we police for fraud and manipulation. We promote transparency, 
and then we use position limit regimes to ensure against any con- 
centrated position and also to police against manipulation. 

Senator Levin. So there is a legitimate role that is played by 
people who obviously have to fund people who want to hedge. That 
is a legitimate role. 

Mr. Gensler. That is correct. 

Senator Levin. In terms of the excessive amount of speculation, 
you do not consider that to be legitimate? If it is excessive, it is not 
legitimate. 

Do you agree that excessive speculation, however it is defined, is 
not legitimate? By definition do you agree? 

Mr. Gensler. Well, I think Congress made a finding, and what 
we were asked to do is then to set position limits, which we have 
done not only just 2 weeks ago but since the 1930s, to ensure 
against the burdens that may come. The burdens can be just that 
a large position wants to sell at an inappropriate time for every- 
body else. It is their right to sell, but it could distort prices in the 
midst of a crisis or even in clear times. Or the burden could come 
from either direction because it is an outsize position that pushes 
the price down or up. So we have used it to sort of ensure against 
the concentration of positions in the marketplace. 

Senator Levin. And are price distortions and large price swings 
a problem? 

Mr. Gensler. Well, these markets — and again, we are not a pric- 
ing agency — will have volatility, just like securities markets will 
have volatility. But what producers and merchants want to do is 
lock in a price so that they can do what they are really good at. 
What they are really good at is either tilling the field or merchan- 
dising product to consumers. And so it is important that they have 
confidence in the markets and can ensure that the markets have 
supply and demand at their core of the price discovery. 

Senator Levin. And is it important that supply and demand be 
at the core of price discovery? 

Mr. Gensler. Yes. 

Senator Levin. And is that frustrated when there is a large 
amount of speculators, as we have defined it here, in the market 
where that dominates? 

Mr. Gensler. It is an excellent question, is there, in essence, a 
percent, as was asked earlier. 
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Senator Levin. I am not asking you what the percent is. Is that 
legitimate function for hedging frustrated when there are large 
amounts of speculation as we have defined it? 

Mr. Gensler. I think at our core is to ensure that the markets 
are free of manipulation and fraud — I am thankful that you and 
others helped us get better manipulation authority — and then to 
use these position limits to ensure that no one is greater than a 
certain percent. For instance, at the core of our rule is that no one 
is greater than approximately 2.5 percent of these markets for the 
all-months combined. I mean, if they are a smaller market, there 
is another percent. And so that means there in essence would have 
to be a diverse number of speculators, not one that necessarily has 
an outsize position. 

Senator Levin. Do you believe that the purpose of our congres- 
sional enactment is to prevent excessive speculation? The word 
“prevent,” which is in the law, do you believe that is the congres- 
sional intent? 

Mr. Gensler. I am well advised by counsel that once worked 
with you who tells me it is to prevent the burdens that may come 
from excessive speculation. So it is preventative and forward-look- 
ing, and that is how we have used it in the past, and I think Con- 
gress understood that, and it is the clear intent of the statute, 
Dodd-Frank Act, that we set these aggregate positions. 

Senator Levin. Let me read Section 737 of the Dodd-Frank Act 
to you: The CFTC “shall set limits ... to the maximum extent 
practicable ... to diminish, eliminate, or prevent excessive specu- 
lation . . . ” So is that one of the purposes of the Dodd-Frank Act, 
to prevent excessive speculation? 

Mr. Gensler. I do not have the actual words. I always thought 
it was “the burdens that come from,” but I trust 

Senator Levin. Is the word “burdens” in there? 

Mr. Gensler. I thought, but if not — but I trust whatever the 
Chairman’s reading. 

Oh, I see. I am thinking of 4(a)(1), and there is 

Senator Levin. I am reading Section 737. In that section, would 
you agree I read it correctly? 

Mr. Gensler. Yes. 

Senator Levin. That is good. Did you hear me when I quoted the 
head of ICE, Mr. Sprecher? 

Mr. Gensler. Yes. 

Senator Levin. Were you familiar with that comment before 
that? 

Mr. Gensler. I was familiar with his thinking, though maybe 
not the exact quote, but he had shared that thinking with us, yes. 

Senator Levin. And do you agree with him about the potential 
benefits of position limits creating healthier commodity markets? 

Mr. Gensler. I do. I voted for the rule. I did because I think 
Congress mandated that we do it, but I also believe that it helps 
promote the integrity of markets. 

Senator Levin. Much of the new speculation comes from the com- 
modity index fund investors and swap dealers who sponsor those 
funds, hedge their risk on their client’s speculative bets by pur- 
chasing long futures contracts. Do you know approximately what 
percentage of the demand for long futures contracts across the 
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futures markets is attributable to commodity index funds, approxi- 
mately? 

Mr. Gensler. The figures that we put out monthly show — and 
I think they were summarized in the charts — approximately this 
$250 or $260 billion equivalent in futures because some of that is 
swaps investment. The marketplace in the commodities, the most 
recent figures, is about $1 trillion in notional amount of futures. So 
it is a little bit of apples-to-oranges, but you can think of it roughly 
as about 25 percent of the longs and, because the shorts are about 
$70 billion, about 7 or 8 percent of the shorts, though I would note 
there is a little apples and oranges there. 

Senator Levin. OK. When you testified before the Subcommittee 
before regarding excessive speculation in the wheat market in 
2009, I asked if the CFTC as part of its work would look at the 
question of whether or not commodity index trading constitutes ex- 
cessive speculation in the wheat market, and you told us that the 
CFTC would be looking at it not only for index investors but also 
for the broader class of speculators in financial markets. I am won- 
dering if you have conducted that review. 

Mr. Gensler. Well, I think since then — and I apologize, I do not 
remember the exact date of that hearing — we had three public 
hearings in the oil markets and one in the metals markets, and 
then we have had two public meetings on this rule itself and con- 
ducted a great deal of inquiry, including 8,000 comments on the 
initial rule and 15,000 on the latter and hundreds of meetings. So 
collectively, yes, we have also looked at over 50 studies that were 
referenced in the comment file on position limits and reviews those 
and had our Office of the Chief Economist review those studies. 

Senator Levin. We have talked this morning about the com- 
modity-related exchange rate traded products (ETPs), which are set 
up as securities but are designed to enable speculators to bet on 
changes in commodity prices without buying the underlying com- 
modities. These are hybrids that combined securities and commod- 
ities. They can directly affect commodities futures prices. They are 
currently responsible for about $120 billion in commodity invest- 
ments. Do you believe that exchange traded products that offer in- 
vestors the chance to invest in baskets of commodities have added 
to the speculative money in the commodity markets and that they 
have contributed to speculative pressures on commodity prices? 

Mr. Gensler. Well, they are a group of financial investors that 
are speculating. Again, as hedgers and speculators meet in mar- 
kets, this is a new vehicle for the retail public for the person to in- 
vest rather than maybe buying a bar of gold or — when I was grow- 
ing up, my dad used to have a couple of gold coins, I remember he 
would show them to me every once in a while. He thought it was 
good always to have a little gold. This is a new vehicle to have 
that. 

Senator Levin. My dentist, by the way, is telling me the same 
thing. It is good to have a little gold. 

Mr. Gensler. I see. 

Senator Levin. Anyway, I interrupted you. 

Mr. Gensler. No. 

Senator Levin. The Dodd-Frank Act acknowledged the existence 
of these mixed swaps as hybrid instruments that warrant oversight 
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from the SEC and the CFTC, and I am wondering if ETPs are not 
the same, essentially, set up as securities but intended to function 
as commodity investments. Would you agree? 

Mr. Gensler. Yes. One of our staff calls it a “securitized ware- 
house receipt.” In a warehouse somewhere there is gold or silver, 
but it is traded in the securities market. Not all of these are that, 
but the majority of them are. 

Senator Levin. And, therefore, does it require oversight from ei- 
ther or both the SEC and the CFTC? 

Mr. Gensler. Well, the SEC does have oversight. We have co- 
ordinated with them for the last 6 or 7 years when this market 
started on that. But most directly it is the SEC’s oversight, though 
they have done it in a cooperative way with us. 

Senator Levin. Are the commodity-related issues looked at by 
the SEC? Their function is not to look at the issues involved in 
commodities trades, so I want to know who is looking at the com- 
modity-related issues in these instruments. 

Mr. Gensler. On these instruments, if they were used with re- 
gard to a manipulative scheme in the commodity futures markets 
or shortly in the commodity swaps markets, we would. But if it 
were just the trading of these and they did not come into a ma- 
nipulative scheme, then it would be separate. But it would also, if 
I might say, be somewhat like if somebody was just trading gold 
but it was not part of a manipulative scheme, we would not nec- 
essarily be looking at that either. 

Senator Levin. And are you taking steps to prevent them from 
being used as manipulative schemes, or are you waiting for some- 
thing to happen? In other words, are you doing the oversight of 
these securities and the way they are used as commodity trades? 
Is that something you are trying to prevent manipulative schemes 
from being used, or you are just saying, well, the SEC is looking 
at the trades and we are going to wait until there is some evidence 
that accumulates somewhere? 

Mr. Gensler. I think, frankly, this would have to be a little bit 
more evidence-based, if we saw something in our futures markets 
we oversee or a whistleblower or somebody comes to us. Frankly, 
with the 700 people that we have, the resources are not such — nor 
do we necessarily just go to see if somebody is doing something 
with gold. But if it comes into our markets, comes into the futures 
markets that we oversee or shortly the swaps market and becomes 
part of a manipulative scheme or device, we have in the past and 
will in the future do so. 

Senator Levin. So the oversight of these particular types of prod- 
ucts is different from the futures. 

Mr. Gensler. That is correct, sir. 

Senator Levin. And isn’t that a problem? 

Mr. Gensler. It may be. I do believe that if it came to our atten- 
tion it was being used as part of a manipulative scheme, we would 
certainly use everything that we have in our resources, but I think 
you have the accurate picture. 

Senator Levin. Thank you. Senator Coburn. 

Senator Coburn. Welcome. Sorry I was not here to hear your 
oral testimony. 

How does the CFTC define “excessive speculation”? 
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Mr. Gensler. Congress actually had a finding in the 1930s, and 
we first put position limits in in 1938 based on that finding. And 
though some of the language has changed over the years, it is real- 
ly that we were to use position limits to help curb or prevent some 
of the burdens that may come from excessive speculation. And so 
what we did then and have over the decades is really looked to en- 
sure two things: In the spot month, when somebody is actually de- 
livering the natural gas down in a certain spot in Louisiana or de- 
livering the oil in Cushing, Michigan, which you know well, that 
there is not a corner or a squeeze or a manipulation in that deliv- 
ery period; and then, second, that over all of the contracts, which 
we call all-months combined, that there is not a concentration or 
an outsize position. It used to be labeled in numbers of bushels of 
grain, the first position limits were that way, and then subse- 
quently, by the 1970s and 1980s, we turned to a percentage of the 
market. This most recent rule really used a formula that we put 
in place through notice and public hearings in the late 1980s and 
early 1990s, so it is about 20 years ago, and it is roughly 2.5 per- 
cent of the speculators. The speculators could not each have more 
than 2.5 percent. 

Senator Coburn. So is excessive speculation happening now? We 
did not really get to a definition. So whatever it is, is it happening 
now? 

Mr. Gensler. The markets are made up of hedgers and specu- 
lators coming together, and one of the increasing features of the 
market is more and more financial parties. In the oil or natural gas 
markets, about 13 to 18 percent of the market are producers and 
merchants, and the other 80-plus percent are hedge funds and 
swap dealers and other financial actors. What we do is we use our 
authorities to police against fraud and manipulation and ensure 
transparency, that people see that price function, and then also to 
have positions to help prevent against manipulation, corners and 
squeezes, as I mentioned, help ensure the integrity of the market 
with regard to the all-months combined, that no one speculator has 
an outsize position. 

Senator Coburn. So I will go back to my question. Is excessive 
speculation happening now? 

Mr. Gensler. Well, we know that the speculative group in the 
market can be anywhere from 50 or 60 percent in the grain mar- 
kets to 80 to 88 percent or so in the energy market. Congress made 
the finding not only in the 1930s but also in the Dodd-Frank Act, 
once again came back to it, added more words that the Chairman 
and I just were — he was good enough to remind me of the addi- 
tional words — and asked us, really mandated for us to put in place 
these regimes to help as a preventative matter moving forward. 

Senator Coburn. So you do not know whether excessive specula- 
tion is happening now? Or you do know and do not want to define 
it? Or you are just responding to Congress and the assumption that 
there is? 

Mr. Gensler. Well, I think that we have been responding to 
Congress for 70-plus years on this, and it has been reaffirmed by 
Congress just last year that to ensure for the integrity of markets 
that we have a per se limit, that it is a specific limit that we set 
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in place. So we use these well-worn formulas that have worked. We 
had limits in the energy and metals markets before. 

Senator Coburn. I am not debating that. Is the assumption by 
the CFTC there is excess speculation now so, therefore, you wrote 
new position limits? 

Mr. Gensler. No, I think that what we took was Congress’ clear 
mandate to do this, and with the regime that we have used in the 
past 

Senator Coburn. The language says “as necessary,” so how do 
you decide whether it is necessary unless you assume there is ex- 
cess speculation? 

Mr. Gensler. Well, we took this up and had many comments, 
some on both sides of this very issue that you just raised. Senator. 
It is the Commission’s belief in finalizing this rule that Congress 
mandated that we move forward and that it is not necessary to find 
that there had been a burden, that these are also preventative, 
these are forward-looking, so ensure that there is not manipulative 
schemes, corners, and squeezes. 

Senator Coburn. So the new regulation is not based on the fact 
that there is an assumption that there was excessive speculation. 
It is to prevent any future excessive speculation. Is that what you 
are telling me? 

Mr. Gensler. That is what the statute actually says, and the 
Commission’s finding on this is that. But in addition, we had over 
50 studies referenced in the file, and about half of them are on one 
side and about half of them are on the other. I do not want to say 
a percentage, but they are mixed, the economic studies. 

Senator Coburn. So for clarity for the American people, either 
there is or there is not excessive speculation, and we have put for- 
ward regulations to prevent the potential for that in the future. 

Mr. Gensler. To prevent the burdens that may come from exces- 
sive speculation. 

Senator Coburn. Well, position limits are designed to stop exces- 
sive speculation, correct? 

Mr. Gensler. I believe that the statute has in 4(a)(1) the words 
to curb or prevent the burdens that may come to interstate com- 
merce from excessive speculation, and then in 4(a)(2), as the Chair- 
man pointed out, there were added four factors, and so it was also 
about manipulation, it was about promoting liquidity in the mar- 
kets, and promoting the price discovery 

Senator Coburn. So you could have written a rule that would 
have allowed for excessive speculation but would not have had a 
burden. 

Mr. Gensler. I am not sure I am following that. 

Senator Coburn. Well, you just said the statute is to prevent the 
burden in terms of the price to the markets and to the country. So 
you could have had a rule that allowed for excessive speculation as 
long as the excessive speculation did not affect the price. 

I will not go any further on it. The point is the factual basis of 
determining excessive speculation needs to be based on something 
that is concrete, not an aftereffect but something that is concrete. 
And my worry is you are going to get tied up in a lawsuit that is 
going to — the well-intentioned thought of eliminating excessive 
speculation and decreasing volatility so that people are not paying 
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too high of a price for something that the market truly is not say- 
ing — that speculation caused it to he higher, more speculation than 
necessary to then create the market. What my worry is is two 
things: One is that you are going to get tied up and spend a lot 
of your budget defending it; and two is what we have written here 
is a click away from not having any effect at all because they are 
going to go to some other market. 

What do you think will happen in the rest of the commodity ex- 
changes around the world on the basis of the new rule that you all 
have put out? 

Mr. Gensler. I think we have made very good progress. In Sep- 
tember, working along with international regulators in something 
called — I do not know that you are familiar with it, but it is the 
International Organization of Securities (IOSCO) regulators — put 
forward a joint report, and then that was moved up actually to the 
G-20, the 20 countries that form the Financial Stability Board, to 
put in place regimes that have anti-manipulation rules similar to 
what we have that could go after attempted manipulation, have 
more transparency. We actually have some of the best trans- 
parency here. And, also, it included — they called it “position man- 
agement regimes,” a little bit different word. We would be glad to 
brief your staff on that. 

So I think we have made good progress, but you are absolutely 
right, capital and risk knows no geographic boundary. So Congress 
also included that if there was a foreign exchange that linked their 
contract to contracts here, for instance, if somebody in London 
linked the contract to something in your State, Oklahoma — it is 
called West Texas, the WTI contract. If it were linked, that has to 
come under the position limits, and we finalized a rule that said 
if anywhere around the globe a foreign board of trade links it to 
one of the contracts here, then it has to be in that same regime. 

Senator Coburn. Yes, but none of that is implemented anywhere 
yet, correct? Those are proposals to be implemented. 

Mr. Gensler. That is right. 

Senator Coburn. We have a rule that is going to be in effect, 
questions about it, lots of learning curve on it. What is going to 
happen in the meantime? Let me just assume for a minute, since 
Europe is functioning so well — they are functioning just about as 
poorly as we are as a legislative body. What happens if those do 
not get put in effect given ours goes into effect? What do you fore- 
see — what is the downside for American jobs, American price dis- 
covery, American valuation for products and commodities that are 
made here, what is the downside for our country if that does not 
happen in the rest of the trading centers around the world? What 
is the downside? 

Mr. Gensler. I think we saw some of the downside of weak regu- 
lation in 2008. I think our financial system failed in part because 
our regulatory system failed in 2008, and 8 million Americans are 
out of work today because of that, not because of position limits but 
because of our weak regulatory system. 

Senator Coburn. Well, let us talk about what I asked you. What 
is the downside if they do not do it and we have? 

Mr. Gensler. But I think that Congress mandated us to do this 
and a lot of other pieces of 
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Senator Coburn. I understand. What is the downside? 

Mr. Gensler. I think the downside is if we do not protect our 
markets, the price discovery and the integrity of these markets are 
weakened. So I think what Congress recognized and what the Com- 
mission recognized is that we have to promote the integrity of the 
markets and the price discovery function here. Congress also did 
ask — and we will do this — 1 year after these rules go into effect, 
we have to report back to Congress, and one of the specific things 
Congress asked us to report on is exactly that which you raise, 
about the overseas effect, where are we at that point in time and 
report back, whether it is — I do not remember the exact words, but 
any effects of where we are overseas versus here. And I think that 
was very appropriate. 

Senator Coburn. So I take it from your answer you are not ex- 
tremely concerned that disconnecting from WTI, disconnecting from 
the Chicago Board, disconnecting from all these others, that people 
decide that they will speculate somewhere else, and given that we 
are in a global economy, we cannot regulate the global economy by 
only regulating us, and the very things that we are trying to limit, 
excessive speculation, whatever that is — since nobody will define 
that for me except Mr. Turbeville — excessive speculation is going to 
occur somewhere else outside, and we are still going to have the 
same price swings in our market. Is that not the downside? 

Mr. Gensler. I think that we are working very closely with 
international regulators, and I share your view that we should har- 
monize as much as we can. But we do have, as you mentioned, dif- 
ferent political systems, different cultures, and it is possible, it is 
even likely that we will end up with some differences in not only 
position limits but anti-manipulation, the oversight of swap deal- 
ers, and the like. 

Senator Coburn. How many people are employed in commodity 
trading in this country? 

Mr. Gensler. I know the figures for the whole financial industry 
is into the hundreds of thousands. I do not know the specific num- 
ber to your question, but we could try to get back to you on that. 

Senator Coburn. Well, we have got it. The point I am saying is 
we have a problem, the Chairman has identified a problem. We 
know we want real price discovery. We know we want real trans- 
parency in our markets. We know we have to have speculators to 
create a market. We know we do not want excessive speculation. 
We know we want the CFTC when they are cornering markets or 
abnormal. Is the regulatory framework that you put up, without 
that being put up around the rest of the world, going to be effective 
in accomplishing what — even if Congress told you to do it or wheth- 
er it was apparent as necessary you should do it, is it going to ac- 
complish its goal? 

Mr. Gensler. I think that it is important that we promote the 
price discovery and the integrity of the markets that we can over- 
see here. You are absolutely right. We do not oversee all the mar- 
kets around the globe. If it is linked back to these markets, we do. 
We have that hook. But you are right 

Senator Coburn. Yes, but all they will do is delink it. I mean, 
think oil. Where is the vast majority of the oil produced? Not here. 
So if, in fact, we have trading limits here and the rest of the world 
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does not put them in, the oil is not going to he traded here. It is 
going to be traded in London, or it is going to be traded in Singa- 
pore. It is going to be traded somewhere else besides here, and we 
will not have accomplished the purpose. And what needs to happen 
is the effective implementation of transparency and price stability 
in all the markets, not here. Because what my worry is is we are 
one click away — my computer, one additional click, I can go to Lon- 
don and trade. 

Mr. Gensler. No, that is my worry about the European crisis 
right now. We are one click away the other direction. So we are 
working pretty hard to finish our rules to make sure our financial 
institutions are less at risk, less interconnected through the swaps 
market, and that the more transparency in the markets that we 
can oversee actually have greater transparency and greater integ- 
rity. 

Senator Coburn. Let me go to one other area if I might for a mo- 
ment. 

Senator Levin. Sure. 

Senator Coburn. Have you all created a true definition of what 
a swap is? 

Mr. Gensler. I think that Congress had a very good definition. 
We were asked by Congress to further define the word “swap,” 
working along with the Securities and Exchange Commission. We 
had a lot of public input through what is called an Advanced Notice 
of Proposal, and we are working to finalize that in the next several 
months. 

Senator Coburn. So you cannot regulate it until we define it, 
correct? You are going to have trouble applying a position limit on 
a swap until you have a definition of what a swap is. 

Mr. Gensler. We have actually envisioned exactly that these 
rules go into effect for certain futures products in the spot month, 
but to the extent that they relate to swaps, because Congress asked 
us to “further define” it with the SEC, we need to finalize that role. 
As I say, we are envisioning 

Senator Coburn. When does that have to be done by? 

Mr. Gensler. Well, Congress asked us to finish it by this past 
July, but we are not working against a clock. We are working to 
get this in a balanced way. 

Senator Coburn. And when do the regulations on swap position 
limits take effect? 

Mr. Gensler. The spot month limits that are on certain futures 
will take effect, but the ones that relate to swaps we need to final- 
ize that further definition, as the Senator says, and that is prob- 
ably several months away. 

Senator Coburn. Yes, it is not going to take effect — there are no 
limits on a swap until you have defined a “swap.” Is that what you 
are telling me? 

Mr. Gensler. That is generally correct. There are some excep- 
tions because in a law passed in 2008 around significant price dis- 
covery contracts, there are some in natural gas, but — we do have 
some. 

Senator Coburn. So there is not going to be any position limits 
enforced by the CFTC until the definition of what a swap is is out, 
with the exception of what you described in 
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Mr. Gensler. That is generally correct. 

Senator Coburn. All right. You already have position limits for 
legacy contracts, correct? 

Mr. Gensler. That is correct. 

Senator Coburn. And is cotton No. 2 one of those? 

Mr. Gensler. Yes, sir. 

Senator Coburn. And yet cotton hit 16 record-setting prices in 
the last 12 months, did it not? 

Mr. Gensler. If that is the number you have, sir, I trust the 
number. 

Senator Coburn. Did the position limits in place prevent wheat, 
corn, and soybean volatility in 2007 and 2008? 

Mr. Gensler. We are not a price-setting agency. I think that po- 
sition limits are to help ensure the integrity of markets, that no 
one party has an outsized or concentrated position in the markets. 

Senator Coburn. I know, but the reason I ask the question is the 
panel before you, based on these new methods of trading, outside 
of true commodity users and people who are hedging, the implica- 
tion was that the price is on the way up regardless of supply-de- 
mand, essentially, unless extreme supply-demand differences. And 
yet in wheat, corn, and soybeans, from 2007 to 2008, we saw tre- 
mendous price increases, yet we had position limits on them. We 
saw a tremendous increase in volatility. And I agree with you, you 
are not in the position to control price. You are in the position to 
create transparent and stable markets. 

Mr. Gensler. We agree on that. 

Senator Coburn. So the point I am making is we had position 
limits on those commodities, yet we saw tremendous swings, tre- 
mendous increased speculation, and tremendous increased vola- 
tility. So my point is we are not necessarily going to change pric- 
ing, which was our testimony of the first panel, that the bias is for 
an increased price, that there are no real market forces in the long 
term to drive price the other way on the other side of the trading 
with position limits. The whole goal for position limits is to make 
sure not anybody is manipulating the market, correct? 

Mr. Gensler. I think that it is — in my own words, we are not 
a price-setting agency. It is to ensure that the price discoveiy func- 
tion has integrity, and that is integrity against manipulation, but 
also, as the agency has for decades, that there is not concentrated 
parties that can distort on the way down or distort on the way up, 
just that there is a diversity of actors. There are more actors on 
a stage, there is more competition in the market, less likely that 
one party distorts the market. 

Senator Coburn. But you would agree that the prices on corn, 
soybeans, and wheat had good price integrity during this period of 
increased volatility, increased speculation? I mean, corn is still at 
$6.40 a bushel. Three years ago it was at $3. There is nothing 
wrong with that pricing mechanism, is there? It worked. 

Mr. Gensler. Well, in some of these there are issues about the 
pricing mechanism with regard to convergence, which was an ear- 
lier hearing, in the wheat markets. 

Senator Coburn. Right. 

Mr. Gensler. And there is still very much focus 

Senator Coburn. You mean in terms of the close-out month. 
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Mr. Gensler. The close-out month, and there are very serious 
issues still in a couple of contracts that we watch on a very regular 
basis. We also look in closed-door sessions at surveillance and look 
at issues of enforcement matters. I do not want to ever say that 
there are not things that we look at on a very regular, intensive 
way. 

Senator Coburn. I appreciate that. 

Mr. Gensler. But I think I share your view that position limits 
are about — I believe our whole regime, position limits, anti-manip- 
ulation, transparency, and the other rules we have, is to ensure for 
the integrity of markets and the price discovery. It is not about 
whether prices should be higher or lower. 

Senator Coburn. Right. 

Mr. Gensler. It is to allow the markets to come together and 
these hedgers and speculators to meet in this market. 

Senator Coburn. Yes. I want to thank you for your testimony, 
also for your service. I will have some additional questions for the 
record, if you would not mind responding to those. 

Mr. Gensler. I would look forward to it and meeting with you 
at any time. 

Senator Coburn. And I would just re-emphasize my worry, Mr. 
Chairman. If this is not a global regulatory scheme on commodity 
pricing, what you have done will have no significant effect. This is 
a global market. We live in a global world in terms of commerce, 
and what we will do in our attempt to do something good, we will 
actually hurt our country, hurt a lot of jobs that are employed in 
the commodities exchanges and trading in this country, and what 
we are going to do is shift it, like we have the medical device in- 
dustry, to Europe or to Singapore. 

Senator Levin. Would you agree, Mr. Gensler, that the goal of 
making our markets more transparent and greater integrity is an 
attraction to investors? 

Mr. Gensler. I do. 

Senator Levin. And so even if other markets do not have integ- 
rity that we do, do not have transparency that we do, do not follow 
rules that help a market have integrity, that those markets are not 
necessarily going to be attracting investors; they may be, as a mat- 
ter of fact, putting investors off that want markets that have integ- 
rity. Would you agree with that? 

Mr. Gensler. I do. Market participants want to come to deep 
pools of liquidity where a lot of other actors are, where no one 
party can control the market — and in that regard I think position 
limits help — and where there is market integrity and when there 
is a cop on the beat. 

Senator Levin. And removing a cop on the beat is what we tried 
before, and we saw the result of it with the 2008 problem that we 
had. Would you agree with that? 

Mr. Gensler. I think that was certainly part of it. There are a 
lot of other reasons as well, of course. 

Senator Levin. There are good reasons to have a global regime. 
I happen to agree with that. But we want to have markets that 
have integrity, investor confidence, even if markets in other places 
do not, and rather than money flowing out, we are going to have 
money flowing into a market that has integrity if it is competing 
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with markets that do not have integrity, do not have the kind of 
transparency, do not have the kind of anti-manipulation regulators 
in place. 

Mr. Gensler. I agree with that, but if I might add, I also think 
that market integrity helps protect the taxpayers against some of 
the bailouts that so unfortunately our public had to face in 2008 
and unfortunately then Europe is struggling with now. 

Senator Levin. I think we all would agree with that. There are 
a lot of reasons for assuring market integrity. 

Would you agree with me, without having to go back and read 
the Dodd-Frank Act, that the CFTC is allowed to prohibit foreign 
countries from installing trading terminals here in the United 
States unless they have similar position limits? 

Mr. Gensler. Yes. 

Senator Levin. So you can use that authority to level the playing 
field. Is that correct? 

Mr. Gensler. Yes. 

Senator Levin. On the question of mutual funds, we have an ex- 
isting law which says that for certain tax benefits, mutual funds 
can invest no more than 10 percent in alternative investments, in- 
cluding in commodities. Alternative investments meaning alter- 
natives to investments in securities. Mutual funds are getting 
around this 10-percent limit in one of two ways, both of which have 
been so far approved by the IRS but which the IRS is now review- 
ing. One, they are investing in commodity-related ETPs which 
qualify as securities; and, two, some mutual funds have established 
offshore entities that they use to invest in commodities, doing indi- 
rectly what they cannot do directly by creating shell corporations 
offshore which they control. 

Now, we have identified in Exhibit 7,^ 40 mutual funds whose 
primary focus is to invest in commodities, adding tens of billions 
of dollars of additional speculative pressures on commodity prices. 
What is your understanding of the extent to which mutual funds 
are active in commodity markets now, either directly through ETPs 
or indirectly through offshore shell entities? 

Mr. Gensler. Well, I think this is an excellent exhibit for the 
public and for us as well. But this is part of that other number, 
the $250 billion or so that is in our monthly reports on commodity 
index investment. So this is a piece of that larger pie. 

Senator Levin. My staff is saying that they are not a subset; 
they are an overlap here. 

Mr. Gensler. It is not a perfect subset; that is correct. There is 
some overlap because the way that we collect that data is not this 
entire universe. We collect that data through swap dealers and 
some large index investors. So there is an overlap, which I think 
it would take a bit of research to see what the extent of the overlap 
is. When I meant “part of this,” it might make it 280 or 290, but 
it is part of the same overall investment piece. 

We did propose something earlier this year — it could have been 
late in December of last year — which we have yet to finalize, which 
is with regard to certain exemptions that were granted, I think in 
2003, for commodity pool operators and whether they file with us 


^ See Exhibit No. 7 which appears in the Appendix on page 185. 
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as a commodity pool operator that also relates to some of these ex- 
emptions that you are referring to in the mutual fund area. And 
we actually proposed revising and in some cases repealing them — 
this is Section 4.5 — that would, if we were to finalize it, I think 
give us greater transparency as an agency. It just means they are 
filing their financials. But it still is a helpful piece to have them 
file as a commodity pool operator, some that had been getting ex- 
emptions for their offshore pieces. 

Senator Levin. All right. So you are looking at eliminating that 
exemption. 

Mr. Gensler. We have actually proposed that exemption from 
2003 with regard to certain Section 4.5, so to speak, entities. 

Senator Levin. All right. So as I understand it, these offshore af- 
filiates of mutual funds that do not now have to register as com- 
modity pool operators with you, even if they market themselves to 
investors as commodity funds and actually operate a commodity 
pool. This is allowed because of Rule 4.5, which is a regulation ex- 
empting them from the registration requirement on the ground 
that they are subsidiaries of mutual funds which are regulated by 
the SEC. And so the question that you are addressing, as I under- 
stand your testimony, is given their exclusive or primary activity 
in the commodity markets, they are going to have to register? Is 
that correct? 

Mr. Gensler. Well, we have not yet finalized the rule, and we 
have a lot of comments. We have had mutual funds come in and 
remind us, “Well, we do not have to file right now.” I would say 
they did not remind me. I did not quite know that we had somehow 
missed this in 2003. But they were exempted in 2003. We proposed 
revising and repealing in certain parts that, and we are looking at 
how to finalize it. The mutual fund companies have a point of view, 
and they have expressed it in their comment letters. 

Senator Levin. Is there a proposed rule change then that you 
have published? 

Mr. Gensler. Yes. I am sorry, in the Federal Register, I think, 
last December or January. 

Senator Levin. So when is that due to be finalized? 

Mr. Gensler. I would think in the first quarter. 

Senator Levin. All right. Getting back to Dr. Coburn’s important 
question about a definition of “swap,” his point is you are going to 
have to define “swap” before the new rule affecting swaps comes 
into place. And I could not agree with him more. 

My understanding is that your definition is due to be published 
fairly soon. Is that not true? 

Mr. Gensler. That is true. It is a joint rule with the SEC, and 
we are sorting through a lot of things. We also had the events of 
ME Global this week, as the news reports, that we were doing 
some other things. Chairman Mary Schapiro and 1. 

Senator Levin. But is it fair to say that we could expect that def- 
inition this month or no later than the end of this year? Is that 
fair? 

Mr. Gensler. It would be every bit my hope, but I would say 
this to be transparent: The next joint role with the SEC that is in 
our docket is the joint swap dealer definition, and these are the two 
definitional things. So we are looking at trying to finalize the 
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“swap dealer” definition first, and we are very close on that, and 
then the “swap” and “security-based swap” thereafter. So I would 
say in the next several months, but I would not say in the next 
month. 

Senator Levin. But it is clear that it has to be defined before the 
rule takes effect using the word which needs to be defined. 

Mr. Gensler. Yes, though it was 

Senator Levin. I think that is what Dr. Coburn 

Mr. Gensler. No, I am agreeing with both of you. 

Senator Levin. I think that is what his point was. It is obvious, 
isn’t it? 

Mr. Gensler. It is interesting. Congress actually defined the 
word “swap” and then said we were supposed to “further define” 
it. So it is all in this, what does it mean, “further define.” 

Senator Levin. Well, that is what regulators do. We adopt laws 
and you guys implement it, and in your discretion you further de- 
fine things. Isn’t that your function to do that? We have a law, in 
the Dodd-Frank Act, which says you are supposed to “set limits to 
the maximum extent practicable” in your discretion — the limits 
would be in your discretion — to “prevent excessive speculation.” 
That is what we say, “prevent excessive speculation.” But what is 
the maximum extent practicable? You have got discretion to deter- 
mine that; isn’t that just your ordinary function? 

Mr. Gensler. Right. So we will finalize — one of the reasons I say 
that, I think most people know what 2-year interest rate swap is. 

Senator Levin. All right. My time is up. Dr. Coburn. 

Senator Coburn. I am going to send you some questions on MF 
Global just simply because here we now have a regulatory scheme. 
If, in fact, it is true investor money was used inappropriately, that 
is a regulatory concern for me. I am very interested in how in the 
world did that get past you all, how it got past the SEC. Here we 
now have a new regulatory scheme. We have done a lot of changing 
since what happened in 2007 and 2008, and it is concerning that 
we have another company that has just potentially blatantly vio- 
lated the rules. So I will send you some letters on that.^ 

Again, I thank you for your service. You do not have an easy job. 
You have a tough budget. I understand that. It is not going to get 
any better, the budget. The job is probably not going to get any bet- 
ter either, but I appreciate the work of you and your staff, and I 
am concerned about the challenge to this rule. I hope you do not 
end up spending a lot of time in court defending it because of some 
of the lack of definition. 

Mr. Gensler. I appreciate your advice, your questions, and it is 
an honor to be in this job. It truly is. And I think it is about pro- 
tecting the taxpayers and promoting these markets, and as relates 
to MF Global, and all companies, protecting customers. I said — and 
I will repeat it because you were not in the room at the time — that 
I think at the core of our regime is customer money, the sanctity 
of it. It is supposed to be segregated. It is sort of like you do not 
put your hand in the cash register. You just do not. It is the cus- 
tomer’s money, and it is supposed to be there every nanosecond of 
the day, segregated. 


^See Exhibit No. 13 which appears in the Appendix on page 309. 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00052 Fmt 6633 Sfmt 6633 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



47 


Senator Coburn. Thank you. Thank you, Mr. Chairman. 

Senator Levin. I think we all agree on that, by the way. Thank 
you. Dr. Coburn. There may be some disagreements on some sub- 
jects, but when it comes to protecting the taxpayer, we are going 
to take steps to do that, and that is going to require regulators 
being put back on the beat. We are going to protect the taxpayers 
from companies that are too big to fail. We are going to try to make 
sure we take steps that we do not see the taxpayers bailing out 
companies again. The issue, as I understand it, with the fund that 
went bankrupt is that the customers may have gotten injured by 
improper activity, or they may have gotten injured by taking risks. 
But to me, it is your function to help protect customers of that 
hedge fund, but it is doubly important that we understand that 
there is no taxpayer liability here that you know of. 

Mr. Gensler. This is an example of freedom to fail, and I was 
part of that decision set of putting it into bankruptcy, and no tax- 
payer money is behind this at all. 

Senator Levin. If there was improper activity here that impacted 
their customers and their clients, that needs to be taken up as 
well. 

Mr. Gensler. We are going to fully pursue this. 

Senator Levin. We are, but it is a very different issue from the 
battles which we have been waging here to try to protect taxpayers 
and the Treasury from companies that are too big to fail, either 
getting bailed out or going under and there being some kind of a 
governmental obligation. That is not the case here, thank God, but 
what may be the case here is something which should not be al- 
lowed to happen either because we do not want customers to be ei- 
ther defrauded or to be improperly dealt with. We do not know that 
is the case here, but we have cops on the beat to help prevent that 
as well, and you folks are into it. 

On the high-frequency trader, we have CFTC data showing that 
up to 80 percent of trading in key futures markets is day trades 
or trading around the expiration of contracts. The day trading is 
conducted in part by high-frequency traders that use computers to 
engage in rapid-fire trades, usually profiting from slight price in- 
creases over a brief period of time. Do you believe that this day- 
trading activity is adding to the volatility in the commodity mar- 
kets? 

Mr. Gensler. I think that there are a number of things that 
have changed in our marketplace, and you have addressed one im- 
portant one. What was once day trading in a sense on the floor of 
the futures market or even the floor of the securities markets is 
now in a computer group, and it is called high-frequency trading. 
I think that while in calm markets they can — and there are studies 
that have shown they can — even narrow the difference between the 
bids and the offers and, so to speak — narrow the big-offer spread, 
that in times that are not so calm, like a year and a half ago on 
May 6, 2010, they can sometimes step away from a marketplace, 
and the liquidity — sometimes people confuse volume in a market 
for liquidity. And they have added greatly to the volume in the 
market. It is not clear that at all times they are adding to liquidity 
in the market. 
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So we have come forward with proposals. These are not final 
rules, but we have proposed that exchanges and clearinghouses 
have to have new pre-trade risk filters and pre-trade risk controls 
with regard to protecting the markets and the integrity of the mar- 
kets better in these circumstances. 

Senator Levin. There has been some discussion here this morn- 
ing about position limits not applying to the multicommodity 
swaps. You have made that distinction. These are extremely com- 
mon in the commodities markets. Some of our earlier witnesses did 
not know why you made that distinction. Why did you? 

Mr. Gensler. I would say a number of reasons. One, if I might 
say because you mentioned it, the Goldman Sachs Commodity 
Index, there is actually a futures commodity, that index, on CME, 
and they do have a position limit, a hard 10,000-contract limit. So 
we addressed ourselves to that is not the only reason, but that is 
one reason. But what we addressed ourselves to is these 28 indi- 
vidual commodities and trying to reimpose or bring back in the en- 
ergy and metals markets where there had not been for all months 
combined, and trying to sort through a really significant docket 
with regard to what Congress mandated to do. 

The commodity index is not really about the corner and squeeze 
issue in the same way because it is an index across many products 
and you cannot deliver oil or wheat or corn into the commodity 
index. It is an index. It is not — has the same delivery function. So 
I think given the full docket of trying to take on the 28, given that 
the exchange actually right now does have this limit on this one 
contract, and that it is less about the spot month and the delivery 
period, these are some of the factors that influenced us. It is also 
something we can still take up. I mean, it is not that we cannot 
take it up. 

Senator Levin. Do you expect you will take that up? 

Mr. Gensler. I do not know, sir, just given the full docket of 
what we are doing, and also we are supposed to report back to Con- 
gress in a year as to how the current regime is working. 

Senator Levin. Would it be useful for you to take that up? 

Mr. Gensler. Well, I think there are a number of questions, that 
plus there are these questions that were raised on the earlier panel 
and that you have raised about limits across a certain sector and 
so forth that I think are additional issues that — whether it be in 
the study that we report back to Congress or otherwise, are things 
that many people will continue to review. 

Senator Levin. You made reference to the mutual fund industry’s 
effort to eliminate the 10-percent restriction on alternative invest- 
ments, in particular because they want to increase the percentage 
of their portfolio investments in commodities. They did not succeed 
in that bill. I am glad for that and had something to do with that, 
but in any event, they are trying to apparently continue their ef- 
forts to remove that restriction. 

What would be the impact in your estimation as to the amount 
of speculation in commodity markets if that 10-percent restriction 
on mutual funds’ alternative investments was removed? 

Mr. Gensler. I do not have a developed view. 

Senator Levin. Do you have a hunch as to whether it would in- 
crease speculation? 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00054 Fmt 6633 Sfmt 6633 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



49 


Mr. Gensler. I frankly 

Senator Levin. That is why they want to get it removed, so 
would you think that if that is their motive in getting it removed 
that it would have the effect they seek, which is that they would 
be able to speculate more than 10 percent of their funds in the 
commodities markets? 

Mr. Gensler. Well, it would open up a broader class of investors 
in the marketplace or broader class of speculators, but I just will 
pause there and say I am just not familiar enough with the provi- 
sion that they were seeking to pull 

Senator Levin. Are you familiar with the 10-percent limit on al- 
ternative investments that mutual funds have? 

Mr. Gensler. I mean, just generally, but I am not familiar with 
what they are trying to change. 

Senator Levin. They are trying to get rid of it. 

Mr. Gensler. They are trying to get rid of it, so it would broaden 
the class of potential speculators. 

Senator Levin. A hundred percent of $11 trillion could go into 
speculation in commodities if they so chose. 

Mr. Gensler. So some of these ratios that we had earlier could 
go up. There would be more financial actors. 

Senator Levin. Do you have an opinion as to whether or not if 
they got rid of that limit and there is now a possibility of $11 tril- 
lion getting into speculation in commodities, whether or not, in 
fact, there would be a significant increase in mutual funds’ pur- 
chase of those investments or betting on commodities? Do you 
think there would be an increase? You do not have an opinion on 
it? 

Mr. Gensler. I just have not developed a view. I mean, this is 
the first discussion I have had on it. I am glad to look at it and 
come back and meet with you or at the least 

Senator Levin. No, you do not have to do that. I would just ask 
you that question for the record so you can discuss that with your 
staff as to whether the elimination of that 10-percent limit on mu- 
tual fund purchases and investments so that they could invest 
more than 10 percent of their funds in commodity speculation, 
whether or not that would have an increase — whether there would 
be an increase in speculation in commodities. That is my question. 
You can take that for the record. ^ 

Mr. Gensler. It certainly would expand the pool of parties that 
could invest. 

Senator Levin. How about the amount of money that would be 
or could be invested? 

Mr. Gensler. It would expand the pool of money. 

Senator Levin. But you do not have an opinion as to whether it 
would lead to that? 

Mr. Gensler. I have not talked to any mutual funds. I am not 
familiar with the 

Senator Levin. Could you get yourself familiar with us and let 
us know? 

Mr. Gensler. Sure. I will try my best. 


^See Exhibit No. 12 which appears in the Appendix on page 308. 
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Senator Levin. For the record — I assume if you try your best 
that we can count on you to give us an answer for the record to 
that question. 1 

Mr. Gensler. Yes, of course. 

Senator Levin. Well, we thank you. It has been a long morning. 
You have a huge amount on your plate, and you are doing the very 
best that you can to follow the congressional wishes and intent, 
which are the wishes of our people, to get a cop back on the beat, 
and Wall Street needs it big time. And you are one of the folks that 
can bring it back. We hope you do it with gusto, and we will stand 
adjourned. 

Mr. Gensler. Thank you. 

[Whereupon, at 12:08 p.m., the Subcommittee was adjourned.] 
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November 3, 201 1 

Over the past 9 years, this Subcommittee has held a series of hearings on the problem of 
excessive speculation in the commodity markets. For years now, commodity markets have taken 
the American people on an expensive and damaging roller coaster ride with rapidly changing 
prices for crude oil, gasoline, natural gas, heating oil, airline fuel, wheat, copper, and many other 
commodities. Commodity prices have whipsawed American families, farms, and businesses, run 
roughshod over supply and demand factors, and made our economic recovery that much harder 
and more chaotic. 

Unstable commodity prices are a key reason why Congress enacted, as part of the Dodd- 
Frank Wall Street Reform and Consumer Protection Act, new statutory requirements to put a lid 
on excessive speculation and price manipulation. Congress enacted the new law, not only to 
protect consumers and businesses from unreasonable prices - prices discormected from the usual 
supply and demand discipline of the marketplace - but also to protect the commodity markets 
themselves from losing investor confidence and looking more like a casino or rigged game than a 
marketplace where supply and demand determine prices. 

Purpose of Commodities Markets. Commodities markets are not stock markets. Stock 
markets are intended to attract investors to provide new capital for U.S. bminesses to invest and 
grow. 


Commodity markets serve a different function. Their purpose is not to attract investors, 
but to enable producers and users of physical commodities to arrive at market-driven prices for 
those goods and hedge their price risks over time, Prices are intended to reflect supply and 
demand for the actual commodities being traded. Speculators, who by definition don’t plan to 
use the commodities they trade, but profit from the changing prices, are needed only insofar as 
they supply the liquidity needed for producers and users to hedge their risks. 

Another big difference betw'een stock and commodity markets involves trading limits. 
Stock markets don’t have them, but U.S. commodity markets have been using trading limits to 
varying degrees for over 70 years to combat excessive speculation and price manipulation. 

Federal law has long authorized the Commodity Futures Trading Commission (CFTC) 
and U.S. commodity exchanges to impose so-called “position limits” to prevent individual 
traders from holding more than a specified number of futures contracts at a specified time, such 
as during the close of the so-called “spot month” when a futures contract expires, and buyers and 
sellers have to settle up financially or through the physical delivery of commodities. Position 
limits help ensure commodity traders cannot exercise undue market power, such as by cornering 
the market. 
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Speculation Explosion. The primary problem afflicting U.S. commodity markets today 
is an explosion of speculators who, instead of facilitating, have now come to dominate 
commodity trading, overriding normal supply and demand factors, distorting prices, and 
increasing price volatility. 

That explosion began in large part less than ten years ago, with the rise of commodity 
index funds that enable participants to bet on the rise or fall in commodity prices. Commodity 
index funds are operated by swap dealers that enter into swap contracts with clients seeking to 
make speculative bets on commodity prices. Those clients typically bet that prices will go up 
and take the long side of the swap. The swap dealers take the short side of the swap and, to 
offset the financial risk, typically purchase long futures contracts. As the funds grew, 
commodity index swap dealers became regular purchases of massive numbers of futures 
contracts for crude oil, natural gas, wheat, and other commodities. According to CFTC data, as 
shown in this chart, Exhibit la, commodity index investors and swap dealers have spent about 
$300 billion in 201 1 alone, mostly on long futures and swap contracts. 

Because of the key role they play in commodity speculation, we should take a moment to 
explain how commodity index trading works. Commodity indexes are mathematical constructs 
whose value is calculated according to the value assigned to a specified basket of futures 
contracts, which can include agricultural, energy, and metal commodities. When the selected 
futures prices go up, the value of the index goes up. When the futures prices go down, the index 
value goes down. Speculators don’t invest directly in the index, since it is nothing more than a 
number. Instead, they buy financial instruments - typically swaps - whose value is linked to the 
index. In essence, by buying these financial instruments, speculators place bets on whether the 
index value will go up or down. 

Speculators often place those bets with a swap dealer, usually by entering into a swap 
contract whose value is linked to a specified commodity index. The swap dealer charges a fee 
for entering into the swap, and then effectively holds the other side of the bet from the client 
placing the speculative bet. When the index value goes up, the client makes money from the 
swap. When the index value goes down, the swap dealer makes money. 

Most swap dealers, however, don’t like to gamble and instead typically hedge their bets 
by buying the futures contracts on which the relevant index is based. Then if their side of the 
swap bet loses value, they offset the loss with the increased value of the futures they’ve 
purchased. By holding both the short side of the swap and the long side of the futures contracts 
upon which the swap is based, swap dealers are protected from financial risk whether futures 
prices go up or down. While they are not themselves speculators, they facilitate and act as a 
pass-through for the speculative bets placed by their clients, making money off the swap fees. At 
the same time, swap dealers’ interests are fundamentally different from commodity producers 
and users, in that they are not interested in commodity prices as a business cost; they care only 
about buying futures to offset the financial risk attached to taking the short side of the swaps sold 
to their clients. 

Sometimes referred to as “massive passives,” commodity index funds have created a 
massive, ongoing demand for futures contracts unconnected to normal supply and demand for 
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the underlying commodities. Their steady purchases have created an artificial demand for 
futures contracts. In addition, the more index funds and their swap dealers push to buy long 
future contracts and outnumber the speculators seeking to buy shorts, the more their buying 
pressure, by the very nature of supply and demand, will drive up the price of the long contracts. 
The resulting higher futures prices then translate all too often into higher prices for the 
underlying commodities, in part because so many of the contracts for the underlying 
commodities use futures prices as the commodity selling prices. In those cases, higher futures 
prices translate directly into higher costs for consumers of the commodities. That’s why so many 
American consumers and businesses continue to condemn the speculative money that 
commodity index funds bring to the commodity markets. 

Commodity related Exchange Traded Products (ETPs) have added further fuel to the 
speculative fire. Hearing Exhibit 6 lists some of the many ETPs which offer securities that track 
the value of a designated commodity or basket of commodities, but trade like stocks on an 
exchange. ETPs are marketed to investors looking to make money off commodity price changes 
without actually buying any futures. The financial firms running the ETPs often support the 
value of the fund by purchasing commodity futures or using futures to offset risks. The result, as 
shown in this chart. Exhibit lb, is that in 201 1 alone, ETPs have poured over $120 billion of 
speculative money into U.S. commodity markets. 

That’s not all. A third wave of commodity speculation has come from the $1 1 trillion 
mutual fund industry which, since 2006, has turned its attention to U.S. commodities in a big 
way. Exhibit 7a identifies more than 40 commodity related mutual funds that, by 201 1, as 
shown in this chart, Exhibit Ic, have accumulated assets of over $50 billion. The sales materials 
from some of those mutual funds, included in Exhibit 7b, show that they are marketing 
themselves to average investors as commodity funds and delving into every kind of commodity 
investment out there, from swaps to futures, putting additional speculative pressures on 
commodity prices. 

By law, mutual funds are supposed to derive 90% of their income from investments in 
securities and not more than 10% from alternatives like commodities. But the 40 commodity 
related mutual funds we’ve identified have found ways around that restriction by, among other 
steps, setting up offshore shell companies that do nothing but trade commodities. 

Those offshore shells are typically organized as Cayman Island subsidiaries with no 
offices or employees of their own, and with their commodity portfolios run from the mutual 
fund’s U.S. offices. This blatant end-run around the 90/10 restriction has nevertheless been 
blessed by the IRS which has issued dozens of private letter rulings, listed in Exhibit 7(d), 
deeming the offshore arrangements to be investments in securities rather than commodities, since 
the parent mutual funds hold all of the stock of their offshore subsidiaries. The IRS has recently 
put a moratorium on those private letter rulings while it studies the issues. In addition, the 
offshore shells are currently exempt from CFTC registration requirements, despite operating as 
commodity pools, a situation the CFTC is reviewing as a result of a petition filed by the National 
Futures Association, as indicated in Exhibit 7c. 
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I’m glad the IRS and CFTC are studying these offshore arrangements as well as the 
broader issue of mutual fund investment in commodities. If the mutual fund industry were to 
step up its commodities investments to even 10% of its overall assets, it would unleash another 
tidal wave of speculative money into the markets. 

There’s more. Over the last few years, high frequency traders have also invaded the 
commodity markets, seeking to profit from the increasing price volatility. They have revved up 
commodity trading with day trading strategies that further contribute to constantly changing 
prices. 


Put together the swap dealers, hedge funds, ETPs, mutual funds, and high frequency 
traders, and the result is a tsunami of speculative money pouring into commodity markets at 
unprecedented levels. Today, speculators make up the bulk of the outstanding contracts in most 
commodity markets, providing typically more than 70% of the market. Producers and users of 
commodities now hold as little as 20 or 30% of the outstanding contracts in some markets. So it 
is no surprise that commodity prices have become increasingly volatile, with exaggerated swings 
that have little to do with hedging, little to do with supply and demand for the underlying 
commodities, and everything to do with folks betting and speculating on price changes. 

Take the U.S. crude oil market as an example. In 2007, a barrel of crude oil started out 
the year costing $50, but by the end of the year, had nearly doubled in price. In 2008, oil prices 
shot up in July to over $145 per barrel and then, by the end of the year, crashed to $35. In the 
beginning of 201 1, oil prices took off again, climbing to over $1 10 per barrel in May. Then they 
fell to a low of $77 per barrel in early October, a drop of more than 30% over four months. 

Three weeks later, they are back up to $92 per barrel, a 1 5% increase. This price volatility has 
taken place at the same time that world inventories were plentiful and basically matched world 
demand, as shown in this chart prepared for the Subcommittee by the Energy information 
Agency, Exhibit Id. In other words, the price changes in West Texas Intermediate, the 
benchmark crude oil contract for the United States, can’t be explained simply as a function of 
supply and demand for oil. 

During the same period crude oil prices went haywire, speculators have become the 
dominant players in the crude oil market. CFTC data indicates that speculators - traders who do 
not produce oil or use oil in their business - now hold over 80% of the outstanding contracts in 
the oil futures market. While speculation isn’t necessarily the primary factor setting oil prices, 
the facts indicate that it is now a major contributor. 

It’s not just the numbers telling this story. Major players in the oil industry also point to 
the role of speculation in crude oil prices. For example, in May 2011, ExxonMobil CEO Rex 
Tillerson agreed that speculation was contributing to oil prices, estimating that the price of a 
barrel would be $60 to $70, instead of $1 10, if governed exclusively by supply and demand. 

The same complaint is heard with respect to other commodities. Recently, 450 
economists from around the world stated in a joint letter to the G20 leaders, which we include in 
the hearing record as Exhibit 9: “Excessive financial speculation is contributing to increasing 
volatility and record high food prices exacerbating global hunger and poverty.’’ The CEO of 
Starbucks, Howard Schultz, who tracks coffee prices, had this to say: 
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“[W]hy are coffee prices going up? [A]nd in addition to that, why is every commodity 

price going up at the same time? ... I think what’s going on is financial engineering; that 

financial speculators have come into the commodity markets and drove these prices up to 

historic levels and as a result of that the consumer is suffering.” 

Excessive speculation is not new. In fact, much of the law related to commodity markets 
can be understood as an effort to prevent excessive speculation and market manipulation from 
distorting prices. 

Over the years, one of the most powerful weapons developed to combat the twin threats 
of excessive speculation and price manipulation has been the imposition of position limits on 
traders. But over the years, federal position limits have lost much of their punch due to a 
growing raft of loopholes, gaps, and exemptions. For example, prior to the Dodd-Frank Act, 
position limits didn’t apply to some key futures contracts; they often applied only in the spot 
month, instead of other times; and multiple market participants were given exemptions. In 
addition, until recently, the entire commodity swaps market had no position limits at all. 

The combination of increased speculation and weakened position limits has clobbered 
American consumers and businesses with unpredictable and inflated commodity prices. That’s 
why, when Congress enacted the Dodd-Frank Act last year. Section 737 directed the CFTC to 
establish position limits on all types of commodity-related instruments, including futures, 
options, and swaps. The Dodd-Frank Act also directed the CFTC to issue a rule establishing the 
new position limits by January 2011, one of the earliest implementation dates in the entire law. 

The CFTC missed that deadline, but two weeks ago, after reviewing over 15,000 public 
comments, at long last issued a final rule. The good news is that the agency complied with the 
law’s requirements to establish position limits to “diminish, eliminate, or prevent” excessive 
speculation, and rejected unfounded claims that excessive speculation had to be proven for each 
commodity before a limit could be established to prevent damage to consumers and the 
economy. That has never been the law, and it has no basis in the Dodd-Frank Act which is 
aimed at preventing problems, not waiting for them to occur and cleaning up afterwards. 

Also good news is that the CFTC rule applies position limits to 28 key agricultural, 
metal, and energy commodities; applies those limits to futures, options, and swaps; and covers 
all types of speculators. 

The bad news, from my perspective, is that while the limits appear designed to prevent 
any one trader from amassing a huge position that could lead to price manipulation in a particular 
month, the limits do not appear to be designed to combat the type of excessive speculation 
caused by large numbers of speculative investment funds. In addition, exempting multi- 
commodity index swaps from any position limits, failing to apply effective position limits to 
commodity index swap dealers, and delaying implementation of the swap position limits for 
another year are troubling. 

Roller coaster commodity prices and the growing flood of speculative dollars continue, 
while it will be another year before the full range of position limits in the new CFTC rule take 
effect. In the meantime, we are talking about ongoing gyrations in gasoline prices, heating and 
electricity costs, and food prices that affect every American family. We’re talking about 
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unstable prices for copper, aluminum, and other materials essential to industry. At stake are 
energy, metal, and food costs key to inflation, business costs, and family budgets nationwide. 

Until effective position limits are actually in place, the American economy will remain 
vulnerable to chaotic price swings that benefit speculators at the expense of American consumers 
and businesses. 

Today’s hearing is intended to shine a spotlight on the ongoing role of speculation in U.S. 
commodity markets and how the new position limits can combat excessive speculation. We will 
hear today from a panel of experts representing business, consumers, and academia, as well from 
CFTC Chairman Gary Gensler, But before that, I invite our Ranking Member, Dr. Cobum, to 
share his views. 
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Opening Statement of Senator Tom Coburn, Ranking Member 
Hearing of the Senate Permanent Subcommittee on Investigations 
“Excessive Speculation and Compliance with the Dodd-Frank Act” 

November 3, 2011 

I would like to thank Senator Levin for holding this important hearing today. He has been a 
leader for years in Congress’ efforts to better understand and monitor Commodity markets, 
which in turn make us more able to hold market regulators accountable in their efforts to ensure 
American exchanges remain the most dynamic, transparent, and desirable places to do business. 

Commodity markets and pricing have profound effects on the people in my home state of 
Oklahoma, who are invested in virtually all of the commodities covered by the rules we will 
discuss today. Whether it is oil, natural gas, wheat, or any of the other twenty-eight 
commodities, market participants all the way from producer to end-user will be affected by 
recent and upcoming regulatory changes. 

It is our obligation in Congress to make sure regulators act in the public interest, based on facts 
and data, rather than reflexively placing restrictions on unpopular market participants. While 
today’s hearing will focus on the concept of “excessive” speculation, it is imperative that we 
remember the fundamental truth, that futures markets can not function without speculators 
who make markets, provide liquidity for hedgers, aid in price discovery, and take on risk. 

Two weeks ago, the Commodity Futures Trading Commission issued its long-awaited “position 
limits” rule, imposing limits on the number of futures contracts individuals or institutions can 
hold. Passed by a strictly party-line vote, the most recent version of the rule was rushed through 
the Commission and applied across the board to twenty-eight separate commodities. Much of 
this seems to have been done in response to intense political pressure, and the unfortunate result 
is likely to be a challenge in court. 

In addressing commodities, the Dodd-Frank Act said the CFTC “shall by rule, regulation, or 
order establish limits on the amount of positions, as appropriate.” In at least two 
Commissioners’ views, those tests have not been met. Yet, now every participant in the 
commodities market must comply with a final rule that is over three-hundred pages long. 

Commissioner O’Malia indicated in his dissenting opinion that the commission voted “without 
the benefit of performing an objective factual analysis based on the necessary data to 
determine whether these particular limits and limit formulas will effectively prevent or deter 
excessive speculation.”' 

Commissioner Sommers also worried that the CFTC “is setting itself up for an enormous failure” 
by issuing a position limits rule that “ironically, can result in increased costs to consumers.”'' 


‘ Dissenting opinion of Commissioner Scott O’Malia. October 18, 2011. 

^ Dissenting opinion of Commissioner Jill E. Sommers. October 18, 2011. 
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Position limits can be an effective regulatory tool, but must be used in the right way. For 
example, we have limits on cotton, yet the cotton number 2 futures contract has hit sixteen 
record-setting prices since December 1, 2010. 

Position limits, if they are determined to be appropriate, must be set at the proper level for each 
individual commodity. Unfortunately, the CFTC chose the blunt weapon of across-the-board 
limits for nearly every commodity. 

While today’s hearing will be a good opportunity to discuss the effects of ‘excessive’ 
speculation, we need to be careful not to accuse investors of wrongdoing when none has occured. 
Commodity index funds, exchange traded funds, and mutual funds are not diabolical schemes - 
they are simply financial instruments that some investors use as tools to hedge or gain exposure 
to commodity markets, thus protecting against inflation and other risks in their portfolios. 

Lastly, 1 would like to address my strong concerns with the Dodd-Frank Act in general, which 
itself was rushed through Congress last year. The law that was supposed to help fix our financial 
system has instead wreaked regulatory havoc, increasing uncertainty and compliance costs, 
doing nothing to address unemployment. The act required over three-hundred new regulations 
and studies, and has overwhelmed our regulatory agencies, while causing widespread confusion 
in the marketplace. 

As we move forward, we in Congress must improve our understanding of the markets being 
regulated, as well as the internal and external challenges facing our regulators. Continuous 
oversight and transparency through hearings like this are essential to ensure our regulators do not 
overreach their mandates, and that U.S. markets remain the envy of the world. The last thing we 
want to do is suffocate those markets and chase interested participants to other exchanges and 
trading venues abroad, many of whom would love nothing more than to take America’s business. 

Despite my concerns about Dodd-Frank, it must be implemented in a thoughtful, responsible 
manner by our regulators. 1 look forward to a healthy discussion at this hearing, Mr. Chairman. 

I thank our witnesses for attending, and I look forward to hearinHeightlg your views and 
recommendations today. 
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Senate Permanent Subcommittee on Investigations 
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Chairman Levin, Ranking Member Coburn and Subcommittee Members, thank you for 
the opportunity to testify before you. 

My name is Paul Cicio and 1 am the President of the Industrial Energy Consumers of 
America (lECA) a non-profit non-partisan association of leading manufacturing 
companies with $700 billion in annual sales and with more than 750,000 employees 
nationwide, it is an organization created to promote the interests of manufacturing 
companies through advocacy, and collaboration for which the availability, use and cost 
of energy, power or feedstock play a significant role in their ability to compete in 
domestic and world markets. lECA membership represents a diverse set of industries 
including: plastics, cement, paper, food processing, brick, chemicals, fertilizer, 
insulation, steel, glass, industrial gases, pharmaceutical, aluminum and brewing. 

lECA has been a long time supporter of setting responible speculative position limits. 
Levels of speculation and volatility have increased at an alarming rate in the 
commodities futures markets over the last eleven years. 

For illustration, in 1998, physical hedgers represented 77 percent of the market, 
traditional speculators were 16 percent and index speculators were 7 percent. In 2008, 
physical hedgers were only 31 percent, while traditional speculators rose to 28 percent 
and index speculators rose to 41 percent of the total. 

The futures market Is special and unlike any other. It was created to serve the needs of 
buyers and sellers of consumable commodities and the managing of financial risk 
associated with these transactions. 

Prior to year 2000, these markets worked well with prices reflecting the underlying 
supply versus demand of the physical commodity. Since then, the volume traded by 
speculators, especially passive speculators, has increased so significantly that it 
negatively impacts price discovery and has transformed this market from a “commodity” 
to an “asset” class investment. Unfortunately, the dollar inflows of these investments Is 
now estimated at about $300 billion and growing. 

As an asset class investment, the retail investor doesn’t really care about the supply or 
demand of the underlying commodity. Their priority is that they have made an 
investment in an area that diversifies their investment assets. And, when they invest in 
these passive index funds, the fund rolls the current month position to the next month 
without any regard to the price of the commodity. They are completely insensitive to 
price. 

The distinction could not be greater. A well functioning market whose price reflects the 
supply and demand of the commodity is critical. Consumers like ourselves “must" buy 
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and depend upon this market to competitively produce the products that our customers 
require. 

We need speculative position limits in all consumable commodity derivates markets that 
will significantly reduce speculator dominance. 

Questions Posed by the Subcommittee; 

1, Please describe the extent to which excessive speculation has affected the 
price of oil and other commodities and the extent to which price increases or 
volatility have harmed members of your association, and provide specific 
examples where possible. 

As manufacturers who compete globally, the cost of energy commodities that are used 
as a fuel or feedstock are very important to maintaining competitiveness and jobs. 

Some of our companies also purchase and hedge agricultural commodity products. 
lECA began to get concerned about the commodities markets in the 2002-2003 time 
period when our energy managers noticed that the natural gas market was changing 
rapidly, becoming more volatile. 

What we found is ever increasing levels of non-commercial trading. As a reminder to 
the Subcommittee, physical hedgers are not traders. Physical hedgers consume the 
equivalent product that they hedge or more. So, when there is increasing non- 
commercial volumes and there is no commercial physical hedgers to trade with, 
speculators end up trading with other speculators. 

Volumes of trades continue to increase even though volumes of natural gas 
consumption remain relatively low. For example, natural gas open interest in 1995 
averaged about 169,000 contracts per month and in 2011 increased to about 997,000 
contracts per month, a 590 percent increase even though U.S. consumption increased 
during that same time period by about only 6.5 percent. 

Small speculative trading volumes are not a problem. Large volumes can be a problem 
because they can move the market price and increase volatility. For example, chart 1 
on page 7 illustrates how only four traders controlled about 50 percent of the open 
interest in natural gas. That means that only a handful of companies can have an 
incredibly big role in what we pay for that commodity. Saying it another way, if these 
four companies decide to go long (herding) and prices rise, a handful of companies 
could be richly rewarded at the expense of every consumer of natural gas in the 
country. That is a lot of market power in the hands of few. 
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2, Please provide specific examples of how price volatiiity in the oii and other 
commodity markets has adversely impacted any of your members from hedging 
their risk in the futures market. 

Speculative trading volume that outsize's the underlying commodity volume can create 
price volatility because traders end up trading with traders, not physical hedgers. This 
type of trading has little to do with the serving the function of hedging by producers and 
consumers of the commodity - which is the reason we have a commodity futures 
market. Speculators want volatility because it provides greater opportunities to profit. It 
is for that reason that banks and traders oppose speculative position limits. 

High volatility increases costs: 

For example, high volatility will increase the price of an option. There is a direct 
relationship between volatility and the option price premium. The higher the volatility - 
the higher the option premium. The higher premium increases the cost of hedging 
which may be a reason that fewer companies are hedging. Higher volatility also 
increases the bid-ask spread in the forward market. Because of the increased 
uncertainty, physical hedgers pay higher prices. 

The more movement in price, the more volume trades occur on both sides of the 
transaction. The banks/funds sit in the middle and make the bid/ask spread. Because 
they sit in the middle and by holding such large positions, they can create volatility and 
increase profits. 

Example of How Volatility Increases Costs 

Using the closing Henry Hub Index price of natural gas on Friday, October 28, 2011 of 
$4.04 per mm Btu, a call option for 100,000 MM Btus with a six month expiration of May 
2012 at the money would cost $36,498.50. The information below shows the increase 
in cost of that option (leaving all other parameters fixed) if the implied volatility 
increases. 


Increases in Implied Volatility 

Percent Increase in Premium 

+5% 

15% 

+10% 

31% 

+15% 

46% 

+20% 

61% 
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Higher margin requirement; 

Volatility could result in a manufacturer’s receiving a margin call on their hedged 
position and require the company to post higher levels of capital. This reduces working 
capital needed to operate the business. 

Hedged price does not reflect fundamentals of supply and demand: 

What makes the futures market different than all other markets is that the price of the 
underlying commodity should reflect the supply versus demand of the commodity. High 
levels of speculative volume results in traders speculating with other traders. When that 
happens, physical hedgers end up locking in prices that may not necessarily represent 
the underlying supply and demand. As a result, they could pay more for their product. 

3. Please provide your views on the CFTC’s proposed rule and any final rule 
issued prior to the hearing to establish position limits for certain commodity 
futures and option contracts, and equivalent commodity swaps. 

The CFTC’s recently released rule sets a speculative position limit at 25 percent of the 
estimated deliverable supply. It is too large and will do little to reduce excessive 
speculation. The CFTC rule also set a time frame for review or change in the level of 
the speculative position limits at every two years. This is not frequent enough and 
should be evaluated yearly. The CFTC should also have the ability to act anytime there 
is unusual volatility that is impacting the price of a commodity to the determent of 
consumers. 

The commodity futures market is different and special than any other market. It is a 
market created by producers and consumers to hedge price risk or purchase or sell the 
commodity. Unlike stocks and bonds, commodities are physical products that 
homeowners rely upon to feed their families, provide gasoline for their cars and heat 
and cool their homes. Manufacturers rely upon commodity futures for fuels, feedstock 
and a host of other commodities that we consume. We do not trade commodities. 

The point is, what happens to the price of commodities has direct implications to real 
people in direct terms, not in theoretical terms. It is essential that policy makers place a 
high priority on ensuring that the futures commodity market works effectively and to the 
benefit of the producers and consumers of the underlying commodity - and not 
speculators. 

Speculators play an important role of providing liquidity. However, the speculator's sole 
goal is to make money - lots of it - from commodity trading. Their fiduciary 
responsibility is to company profits and they do not care what impact their actions have 
on the price of food or fuel for U.S. citizens or manufacturing competitiveness. 
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The futures markets were not created to serve the interests of traders, banks, hedge 
funds, sovereign funds, index funds, pension funds and retail investors. It is for all of 
these reasons that without responsible restraints, speculators can and will take unfair 
advantage of everyone that consumes commodities. 

The speculative position limit allows each speculator to control as much as 25 percent 
of the deliverable supply of the commodity, this is too large and will do nothing to reduce 
excessive speculation. 

Illustration of Implication of 25 Percent Speculative Limit 

Let’s put in perspective what setting speculative position limits at 25 percent mean by 
looking at natural gas. Annual consumption in 2010 per month was 1, 843, 735 mm 
cubic feet Twenty five percent would equal 460, 933 mm cubic feet There is an 
estimated 350 to 450 traders who report from time to time to the CFTC Large Trader 
Report. For purposes of simplicity, we will assume that only 100 traders will trade the 
limit If so, traders/speculators will control 46,093,300 mm cubic feet or 25 times U.S. 
monthly demand. Two hundred traders would control 50 times the U.S. monthly 
demand. Three hundred traders would control 75 times the U.S. monthly demand and 
so on. All the while, the volume of producer and consumer volume traded will not 
change much at all and be dwarfed by speculative volume and potential volatility. 

For example, if the physical market has plenty of supply versus demand, prices should 
remain in a relatively narrow trading range. Today’s natural gas market is a good 
example. This narrow trading range is not as attractive for speculators as compared to 
other commodities because it is harder for them to make a profit. 

The reverse is true if the physical market is in balance or if there is a perceived potential 
shortage. It is under these conditions that the high speculative position limits become 
lethal for consumers but not producers of the product. If prices rise, producers of the 
commodity benefit. Without exception, when there is a perceived short fall, speculative 
volumes and volatility increase. The number of speculative trades increases as do the 
number of traders. Combined, ail of these factors drive up consumer commodity prices. 
It is under these conditions that tight speculative limits are needed. 

Wall Street argues that speculative limits reduce liquidity. There has never been a case 
where a physical hedger had difficulty finding a speculator to take the other side of their 
position. What Wall Street is really saying is that speculative limits impact their trading 
and could potentially limit their profit generation. 

Both of the CFTC charts below illustrates why speculative position limits at lower levels 
are needed. Chart 1 shows that the four largest traders controlled 50 percent of the 
short and 40 percent of the long futures and option open interest for natural gas during 
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2008 when commodity prices spiked. Chart 2 shows that the eight largest traders 
controlled 60 percent of the short and over 50 percent of the long futures and option 
open interest for natural gas. 


Chart 1 


Chart 2 


Gross Concenb'ation Ratio: Natural Gas 
Urges! 4 traders share of Open Interest (Futures & OptitKis) 



•••Largest 4 traders Gross Lottg 
Largest 4 traders Gross Short 



4. Please provide your views concerning the CFTC’s justification in postponing 
the establishment of positions limits for single month limits and all-months- 
combined limits until after a significant period of data analysis on physical 
commodity swaps. 

We do not see a justification for not setting speculative position limits for single months 
and all-months combined - especially at the large speculative limit of 25% of deliverable 
supply. 

5. Please describe the impact of commodity index funds and commodity-related 
exchange traded funds (ETFs) on commodity prices, and whether position limits 
ought to apply to swap dealers and ETF managers attempting to hedge their 
positions in the futures, options, or commodity swap markets. 

Passive speculators should be banned from the futures market. At minimum, they 
should be subjected to individual speculative position limits. The next best action is to 
set speculative position limits on all commodity related ETFs and index funds. Swap 
dealers and ETF managers should be subject to speculative position limits except for 
hedges associated with transactions with producers and consumers of the commodity. 

CFTC began reporting index investment data for natural gas on December 31, 2007. 
The data shows that index funds held a "long" position 82.6% of the time and only held 
“short" positions 17.4% of the time which confirms that index funds put upward pressure 
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on prices. The relationship between longs and shorts has remained relatively steady 
but the volumes continue to increase. Total open interest in December of 2007 was 
1 94,000 contracts and in September of 201 1 contracts increased to 571 ,000, a 294 
percent increase. 

Active traditional speculators add beneficial liquidity to the market by selling and buying 
with the objective of creating a profit. This is constructive until they control substantial 
volumes that damage price discovery and increase volatility. Passive speculators 
reduce liquidity by buying and then holding larger and larger quantities of futures 
contracts. They act as consumers who never take delivery of the commodity so the 
volumes continue to pile up. Their volumes are moved forward to the next month, every 
month, getting theoretically larger and larger. This is inconsistent with the functioning of 
a futures market that serves "consumable” commodities that have a prompt month that 
expires. 

The objective of the passive investor is also inconsistent with a consumable futures 
product. We use it for price determination which impacts our profitability and our 
viability; they use it to diversify an asset class portfolio. 

They do not care what the price of the underlying commodity is, we do. They buy 
regardless of whatever the price is. If the price goes up, they buy. If the price goes 
down, they buy. This means that their growing volumes of commodity purchases, 
without regard to supply and demand will impact the price that “we" and every 
homeowner and farmer will pay. If the American public fully understood how these 
passive speculative funds impact the cost of heating and cooling their homes, driving 
their cars and feeding their families, they would be outraged. 

Passive commodity funds also publically communicate when they will roll their positions 
from the current month to the following month. Funds like the United States Natural 
Gas Fund (UNG), post the days that they will roll their positions from one month to 
another on their website. This is something that no producer, consumer or traditional 
speculator would do. Again, that is not how the futures market was created to work and 
damages price discovery. 

Because passive index funds that include a basket of commodities and or single 
commodity passive funds like the United States Natural Gas Fund (USG) all predictably 
roll their futures positions forward in the exact same manner each month, should be 
subject to the position limit of a single person. Collectively, these funds outsize all other 
market participants, and as a result, can have market power. 

The Commodity Exchange Act (CEA) says that “such limits upon positions and trading 
shall apply to positions held by, and trading done by, two or more persons acting 
pursuant to an expressed or implied agreement or understanding, the same as if the 
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position were held by, or the trading were done by, a single person.” It appears to us 
that this CEA provision applies to passive funds. These funds all have written publically 
available documentation that describes the fund’s methodology. 

The CFTC appears to already have the authority to take action to prevent a single 
speculator or class of speculators from damaging these markets. 

Thank-you. 
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Testimony of Tyson Slocum, Director 
Public Citizen’s Energy Program 


Excessive Speculation & Compliance with the Dodd-Frank 
Act, Permanent Subcommittee on Investigations, U.S. Senate 
Committee on Homeland Security & Governmental Affairs 

November 3, 2011 


1 am Tyson Slocum, Director of Public Citizen’s Energy Program, Public Citizen celebrates its 
40”' Anniversary in 201 1 , and we advocate on behalf of our more than 250,000 members and 
supporters across the country for policies that provide households access to clean, reliable and 
affordable energy. 

The occasion of this hearing is prompted by recent CFTC rules implementing Dodd-Frank 
instructions on curbing excessive speculation in energy commodity markets. These rules, long 
delayed, are the product of a sharply divided Commission and, while they will improve the wild 
west feature of these markets, simply do not go far enough to protect consumers. My testimony 
will review how excessive speculation by financial and energy corporation traders have pushed 
prices beyond the supply-demand fundamentals, and what additional steps Congress must take to 
protect households from high prices. 

Public Citizen recommends the following reforms to address the harmful impact excessive 
speculation has for families: 

• Enhance position limits - as articulated in S. 1 598 and HR 3006. This legislation not only 
defines excessive speculation, but establishes a statutory 5% position limit level. This 
statutory threshold provides greater certainty and better establishes strong consumer 
protections into law, 

• Restrict communication between petroleum energy infrastructure affiliates and trading 
affiliates. A starting place for legislation could be 18 CFR §358,' which limits 
communications between natural gas pipeline and energy trading affiliates. Such rules do 
not exist for petroleum product pipelines/storage, and need to be. 


' httD://ecfr.gpoaccess,gov/cgi/t/text/text-idx?c=:ecfr&tpl=/ecfrbrowse/Titlel8/18cfr358 main 02-tDi 
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• Improve trading market data disclosure by publishing trader-specific positions. This 
summer Public Citizen worked with the office of Senator Bemie Sanders to help make 
public trader-specific energy trading position data. Regular public disclosure of such data 
is essential for market transparency and to educate the public on who the individual 
traders are who help set energy prices. 

• Modify SEC disclosure to require companies to detail energy trading activities in their 
financial reporting. Currently, companies are under no obligation to disclose commodity- 
specific information on their volumes, prices, or profits from energy trading. 

• Impose financial disincentives to speculate, including the establishment of a Financial 
Transaction Tax or disallow favorable capital gains tax treatment for energy commodity 
trading (such as S.1588 from the 1 1 1* Congress). 

• Disallow index funds and mutual funds from investing directly or indirectly (thru ETFs) 
from commodity markets. 

Background 

Despite flattening demand in industrialized countries due to the economic recession and ample 
global supplies and storage, world oil prices remain stubbornly high. Of course, longer-term 
trends do give some justification for higher prices than during the 1990s: easy- to-access and 
cheaper-to-produce, conventional oil fields are declining in production, leaving more expensive 
deepwater, oil shale and tar sands to fill in the gaps. Combine this with the US economy’s 
continued reliance on oil consumption, and it is clear that Congress must take aggressive steps to 
detach our dependence on oil through the promotion of alternative fuels (namely the 
electrification of the transportation sector), greater sustainable planning of our communities, 
investments in distributed renewable e generation and investments in building energy efficiency. 

But despite these longer-term trends, it is clear that oil prices have distanced themselves from the 
supply-demand fundamentals. The Commodity Futures Modernization Act of 2000 deregulated 
energy trading, undermining CFTC authority over broad swaths of the market and ushering an 
explosion in volume in unregulated OTC markets and underregulated electronic exchanges, or 
Exempt Commercial Markets (ECMs) — as evidenced by one such entity, ICE, which operates 
both as an ECM as an OTC market operator. ICE’s electronic exchange volume increased 826% 
from 2004 to 2010 (from 35 million contracts to 329 million) and the company’s OTC platform 
has seen volume grow 976%, from 31 million contracts in 2004 to 333 million in 2010.^ 

The bulk of the “speculators” are financial institutions, such as Goldman Sachs, JP Morgan 
Chase/Bear Steams, Morgan Stanley and Bank of America/Merrill Lynch. Such firms have 


^ www.sec.gov/Archives/edgar/data/1174746/OOO119312511O28245/dl0k.htm The founding members of iCE 
include Goldman Sachs, BP, She!! and TotalFinaElf. 
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turned energy markets into lucrative profit centers for the firms, taking full advantage of the lack 
of regulatory oversight over their operations to maximize market power and control information. 
Specifically, banks dominate energy trading markets through their role as swaps dealers and as 
managers of index funds, which facilitates successful proprietary trading operations. 

Index funds, which provide payments or shares based on the price movement of a basket of 
different commodities. These index funds purchase large volumes of commodity futures 
contracts in the OTC market on behalf of institutional investors and wealthy individuals and then 
typically seek hedge exemptions from regulated exchanges like NYMEX to purchase an 
offsetting portfolio of futures contracts to hedge their exposure in the OTC markets. Similarly, 
many of these same investment banks that operate index funds also function as swaps dealers, 
purchasing contracts on behalf of clients and then requesting similar hedge exemptions in 
regulated exchanges. 

Dodd-Frank 

On July 21, 2010, President Barack Obama signed the Dodd-Frank Wall Street Reform and 
Consumer Protection Act into law. On that occasion, he declared that the reforms passed 
Congress despite “the furious lobbying of an array of powerful interest groups. . . [the legislation 
will] rein in the abuse and excess that nearly brought down our financial system. It will finally 
bring transparency to the kinds of complex and risky transactions that helped trigger the financial 
crisis. ..for these new rules to be effective, regulators will have to be vigilant. ..in the end, our 
financial syistem only works — our market is only free — when there are clear rules and basic 
safeguards that prevent abuse, that check excess. . .and that’s what these reforms are designed to 
achieve — no more, no less. Because that’s how we will ensure that our economy works for 
consumers,”^ 

Congress passed the Dodd-Frank Act, including mandatory position limits, with the 
understanding that unregulated derivatives play a significant role in encouraging excessive 
speculation on the part of Wall Street banks. Such speculation increases prices paid by 
households for staple goods such as food and gasoline, and also increases systemic risks to the 
financial system. 

Section 737 of Dodd-Frank orders that the CFTC “shall by rule, regulation, or order establish 
limits on the amount of positions, as appropriate, other than bona fide hedge positions, that may 
be held by any person with respect to contracts of sale for future delivery or with respect to 
options on the contracts or commodities traded on or subject to the rules of a designated contract 


^ www.whitehouse.gov/the-press-office/remarks-president-signmg-dodd-frank-wali-street-reform-and-consumer- 
protection-act 
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market, . . [in order] to diminish, eliminate, or prevent excessive speculation. . . [and] to deter and 
prevent market manipulation, squeezes, and comers.” 

Lobbyists for industry and some CFTC commissioners question whether the language mandates 
that the CFTC impose position limits or whether it provides some discretion. We believe the 
language cannot be clearer. The Commission is required to establish position limits as Congress 
intentionally used the word, “shall,” to impose the mandatory obligation. 

Congress made the express decision to change the permissive language in an earlier version of 
the Wall Street Reform and Consumer Protection Act to a mandate. When the House version of 
the bill was introduced on December 2, 2009, Section 3113 on Position Limits stated; “The 
Commission may, by rale or regulation, establish limits (including related hedge exemption 
provisions) on the aggregate number or amount of positions in contracts based upon the same 
underlying commodity (as defined by the Commission) that may be held by any person, 
including any group or class of traders].]” However, before the Act passed the House, the word 
“may” was replaced by “shall” pursuant to an amendment proposed by former House Agriculture 
Committee Chairman Collin Peterson. This language was incorporated into the bill, survived the 
conference negotiations, and was eventually enacted into law. 

Not only did Congress mandate position limits, it specified the goals position limits were to 
fulfill. Section 4a(a)(3) of the Commodities and Exchange Act states that position limits shall 
serve to: 


Diminish, eliminate or prevent excessive speculation as described under this section; Deter and 
prevent market manipulation, squeezes, and corners; Ensure sufficient market liquidity for bona 
fide hedgers; and Ensure that the price discovery function of the underlying market is not 
disrupted. 


Note that this statement explicitly lists the prevention of excessive speculation and the protection 
of market price discovery as separate goals from the deterrence of direct market manipulation 
such as squeezes and corners. This indicates that Congress intended position limits to reduce the 
overall role of speculation in the market, not simply prevent direct market manipulation by 
individual traders. 

Speculation Documentation 
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In our comments submitted to the CFTC on the position limits rulemaking, we summarize 
several studies finding that excessive speculation in energy commodity markets has increased 
prices to consumers.'* An excellent report by Dr. Mark Cooper of the Consumer Federation of 
America^ documents that speculation adds $600 to the average family’s gasoline expenditures 
for 201 1 - heaping harm on an already troubled economy, and discusses how recent correlations 
between the cost of acquiring and refining crude oil and the market price have become detached 
in recent years as deregulation and speculative money have flooded the market. Jeff Rubin 
explains how high oil prices likely served as the trigger for the 2008 financial downturn.’’ 

One Wall Street bank, Citigroup, was forced to divest its highly lucrative commodity trading 
division, Phibro, in 2009 (selling it to Occidental) after reports that the head of the unit’s oil 
trading desk, John Hall, was due a $100 million bonus triggered by the massive profits made 
speculating on crude oil during the record price mn-up. 

Better Markets establishes, after reviewing nearly 30 years of data, that the explosion of index 
funds into the market in just the last few years has pushed prices beyond the supply-demand 
fundamentals. ^ Recent investigations, most notably one conducted by this Committee® conclude 
that index funds are a major source of harmful speculation in commodity markets, resulting in 
higher prices to end consumers and reducing the ability of legitimate hedgers to manage their 
risk. 

For example, Goldman Sachs operates the GSCI index fund, which held more than $1.5 billion 
in assets as of June 30, 201 1.*^ At the end of 2010, nearly 2/3 of the 24 different commodities 
comprising the GSCI index are energy commodities, with agricultural commodities representing 
22.6% and metals the remaining 1 1 .4%. As of January 30, 20 1 1 , there were 49, 1 20 entities 
which owned shares of GSCI - up from just 1 35 just 2 years earlier. 

In the summer of 2006, Goldman Sachs announced it was radically changing its GSCI index’s 
weighting of gasoline futures, selling about $6 billion worth. As a direct result of this weighting 


" http://ourfinancialsecurity.org/blogs/wp-content/ourfinancialsecurity.org/uploads/2011/03/AFR-CFTC-Position- 
Limits-Comment-Letter-3-28-ll.pdf 

’‘www.consumerfed.org/pdfs/SpecuiationReportOctoberl3.pdf 
‘ http://rese3rch.cibcwm.com/economic_public/download/soct08.pdf 

’ www.bettermarkets.com/reform-news/new-better-markets-research-report-shows-wail-street-driving-food-fuel- 
prices 

“ Excessive Speculation in the Wheat Market, Majority & Minority Staff Report, Permanent Subcommittee on 
Investigations, June 24, 2009, 

http://hsgac.senate.gov/public/index.cfm2Fuse Action=Files,View&FileStoreJd=fb439667-dcd3-4025-b9Sb- 
Ib91f8ea29dl 

’ www.sec.gOv/Archives/edgar/data/1332174/000119312511214416/dl0q.htm 
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change and sale, Goldman Sachs unilaterally caused gasoline futures prices to fall nearly 10 
percent,'® 


Energy Infrastructure Affiliate Abuse Potential 

Energy traders like Goldman Sachs are investing and acquiring energy infrastructure assets 
because controlling pipelines and storage facilities affords their energy trading affiliates an 
“insider’s peek” into the physical movements of energy products unavailable to other energy 
traders. The Wall Street Journal reported that financial speculators were snapping up leasing 
rights in Cushing, Ok." Armed with this non-public data, a company like Goldman Sachs most 
certainly will open lines of communication between the affiliates operating pipelines and the 
affiliates making large bets on energy futures markets. Without strong firewalls prohibiting such 
communications, consumers would be susceptible to price-gouging by energy trading affiliates. 

In January 2007, Highbridge Capital Management , a hedge fund controlled by JP Morgan 
Chase, bought a stake in an energy unit of Louis Dreyfus Group to expand its oil and natural gas 
trading. Glenn Dubin, co-founder of Highbridge, said that owning physical energy assets like 
pipelines and storage facilities was crucial to investing in the business: “That gives you a very 
important information advantage. You're not just screen-trading financial products.”'^ 

And in a story about leaked documents detailing Chevron’s $360 million profit from energy 
trading in the first half of 20 1 1 , The Wall Street Journal reported that “companies' traders take 
advantage of their inside view of the oil market to place speculative bets on the direction of 
prices. Commodities markets such as crude oil are not subject to the strict insider trading rules 
that govern equities trading.”'® 

Indeed, such an “information advantage” played a key role in allowing BP’s energy traders to 
manipulate the entire U.S, propane market. In October 2007, the company paid $303 million to 
settle allegations that the company’s energy trading affiliate used the company’s huge control 
over transportation and storage to allow the energy trading affiliate to exploit information about 
energy moving through BP’s infrastructure to manipulate the market. ''' 


“ Heather Timmons, "Change in Goldman Index Played Role in Gasoline Price Drop,” The New York Times, 
September 30, 2006 

“ Ann Davis, "Where Has Ail The Oil Gone?" October 6, 2007, Page Al. 

Saijel KIshan and Jenny Strasburg, "Highbridge Capital Buys Stake in Louis Dreyfus Unit," Bloomberg, January 8, 
2007, www.bloomberg.com/apps/news7pid=newsarchive&sid=aBnQylbotdFo 

“ Brian Baskin & Ben Lefebvre, "Chevron's Email 'Oops' Reveals Energy Giant's Sway Over Markets," July 16, 2011. 

http://online.wsj.eom/article/SB10001424052702304521304576448202801087220.html 

'''www.cftc.gOv/PressRoom/PressReieases/pr5405-07 
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BP is not alone. This Committee noted that a Morgan Stanley energy trader, Otav Refvik — “a 
key part of one of the most profitable energy-trading operations in the world. . .helped the bank 
dominate the heating oil market by locking up New Jersey storage tank farms adjacent to New 
York Harbor.”'^ Morgan Stanley committed $313 million to lease petroleum storage facilities for 
this year alone. As the company notes: “In connection with its commodities business, the 
Company enters into operating leases for both crude oil and refined products storage and for 
vessel charters.”'*’ 

In January 2009, investment banks like Morgan Stanley and Citigroup were the leaders in 
keeping 80 million barrels of oil in storage in takers at sea — nearly enough oil to supply the 
world for a day. ' ’ 

The Wall Street Journal suggested that the bankruptcy of a single firm, SemGroup, served as the 
initial trigger of crude oil’s price collapse this summer. The company operated 1,200 miles of oil 
pipelines and held 15 million barrels of crude storage capacity, but was misleading regulators 
and its own investors on the extent of its hedging practices. Data suggests that SemGroup was 
taking out positions far in excess of its physical delivery commitments, becoming a pure 
speculator. When its bets turned sour, the company was forced to declare bankruptcy.'* 

This shows that the energy traders were actively engaging the physical infrastructure affiliates in 
an effort to glean information helpful for market manipulation strategies. And it is important to 
note that BP’s market manipulation strategy was extremely aggressive and blatant, and 
regulators were tipped off to it by an internal whistleblower. A more subtle manipulation effort 
could easily evade detection by federal regulators, making it all the more important to establish 
firewalls between energy assets affiliates and energy trading affiliates to prevent any undue 
communication between the units. 

In August 2006, Goldman Sachs, AIG and Carlyle/Riverstone announced the $22 billion 
acquisition of Kinder Morgan, Inc., which controls 67,000 miles of crude oil, refined products 
and natural gas pipelines, in addition to 150 storage terminals, thanks in part to last months’ 


http://frwebgate.access.gpo,gov/cgi- 

bin/getdoc.cgi?dbname=109_cong_senate_committee_pnnts&docld=f:28640.pdf, page 26. 
www.sec.gOv/Archives/edgar/data/895421/000119312511050049/dl0k.htm 
Alaric Nightingale, "Morgan Stanley Hires Supertanker to Store Oil in Gulf," January 19, 2009, 
www.bloomberg.com/apps/news?pid=newS3rchive&s}d=albVHft2R3SE 
Brian Baskin, "SemGroup Loses Bets on Oil; Hedging Tactics Coincide With Ebb In Price of Crude," July 24, 2008, 
Page C14 
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$37,8 billion acquisition of El Paso Corp.'^ Goldman has two managing partners on Kinder’s 
Board. 

Prior to this huge purchase, Goldman Sachs had already assembled a long list of oil and gas 
investments. In 2005, Goldman Sachs and private equity firm Kelso & Co. bought a 1 1 2,000 
barrels/day oil refinery in Kansas operated by CVR Energy, and entered into an oil supply 
agreement with J, Aron, Goldman's energy trading subsidiary. Just days ago CVR Energy 
announced it would acquire a 70,000 barrel per day refinery in Oklahoma.^® 

In December 2005, Goldman and Carlyle/Riverstone together invested $500 million in Cobalt 
International Energy, an oil exploration firm run by former Unocal executives, and Goldman has 
two members on the Board,^‘ 

Goldman’s Fixed Income, Currency and Commodities unit represented 53% of the company’s 
revenues for the first half of 201 1 ($10.2 billion of$19.2 billion), helping the company to enjoy 
$2.5 billion in pre-tax earnings for this division.^^ 

Public Citizen Reforms 

• The 25% threshold in the CFTC’s final position limits rule is simply too high. Based on 
the data released by the office of Senator Bemie Sanders this summer, it appears as 
though the top 4 financial firms (Goldman Sachs, Vitol, Morgan Stanley, Barclays and 
Deutsche Bank) trading WTI crude on a single day in June 2008 (just as prices were 
spiking to an all-time high of $ 147/barrel) each held long positions of between 5.3% and 
8.7% of the outstanding contracts. As a result. Public Citizen endorses S. 1 598/HR 3006 
which establishes a statutory position limit of 5%. 

• Our documentation of major investments by financial firms with proprietary trading into 
owning or controlling energy infrastructure assets requires Congress to restrict 
communication between petroleum energy infrastructure affiliates and trading affiliates. 
A starting place for legislation could be 18 CFR §358,^^ which limits communications 
between natural gas pipeline and energy trading affiliates. Such rules do not exist for 
petroleum product pipelines/storage, and need to be. 


www.bioomberg.eom/news/2011-10-i6/kinder-to-buy-el-paso-for-21-l-billion-nrt3king-biggest-u-s-pipe- 

company.html 

“ http://phx.corporate-ir.net/phoenix.zhtml?c=203637&p=:irol-newsArticle&ID=1625296 
www.cobaltintl.com/about-us/corporate-governance/board-of-directors 
“www2. goldniansachs.com/investor-relatlons/financlals/current/10q/10-q-2q-2011. pdf 
” http://ecfr.BDoaccess.gov/cgi/t/text/text-idx?c=ecfr&tDl=/ecfrbrowse/Titlel8/18cfr358 main 02.tDl 
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• Improve trading market data disclosure by publishing trader-specific positions. This 
summer Public Citizen worked with the office of Senator Bernie Sanders to help make 
public trader-specific energy trading position data. Regular public disclosure of such data 
is essential for market transparency and to educate the public on who the individual 
traders are who help set energy prices. We support a time delay in the release of such 
information to protect genuine proprietary concerns, but concealing such data from the 
public indefinitely simply aides the banks’ control over a non-transparent market. 

• Modify SEC disclosure to require companies to detail energy trading activities in their 
financial reporting. Currently, companies are under no obligation to disclose commodity- 
specific information on their volumes, prices, or profits from energy trading. Public 
revelation of such data will help shareholders and the general public assess the role and 
risks associated with firms’ investments and income from commodity trading. 

- • Impose financial disincentives to speculate, including the establishment of a Financial 
Transaction Tax or disallow favorable capital gains tax treatment for energy commodity 
trading (such as S.1588 from the 1 1 1* Congress). 

• Disallow index funds and mutual funds from investing directly or indirectly (thru ETFs) 
from commodity markets. 
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Testimony of Wallace C. Turbeville, Derivatives Specialist, Better Markets, Inc. 
Permanent Subcommittee on Investigations 
November 3, 2011 

Good morning, Chairman Levin, Ranking member Coburn and Members of the 
Committee. Thank you for the invitation to Better Markets to testify today. 

Better Markets is a nonprofit, nonpartisan organization whose mission is to 
promote the public interest in the domestic and global capital and commodity markets. 

I am Wallace Turbeville and 1 serve as a Derivatives Specialist for Better Markets. 
Prior to working for Better Markets, I worked in the securities industry for 31 years, 
including work as a practicing attorney, as an investment banker at a large swap dealer, 
and finally managing companies as a principal. 

SUMMARY 

Your letter dated September 22, 2011 inviting our testimony requested that a 
number of questions be specifically addressed. (A copy of that letter is attached at the end 
of this testimony.) Let me begin with a very short answer to each of those questions: 

1. Speculation has increased dramatically in the commodity derivatives markets and is 
excessive. This has caused not only greater price volatility, but has also increased 
absolute commodities prices in both the futures and physical markets. 

2. Over the last ten years, CFTC data has demonstrated that the amount of speculation 
in the commodities futures markets has increased much faster than bona fide 
hedging. Before this period, commercial producers and purchasers, which are 
referred to as bona fide hedgers, constituted between 60-70% of the market activity, 
while speculators were the remainder. Today, those percentages have actually 
flipped, with speculators now representing a great majority of open interest, 
roughly 60-70% of most commodities futures markets, while hedgers are in the 
minority. 

3. The CFTC's Final Rule on position limits has several important features and is a good 
first step, but it must be strengthened in the future if the commodity markets are to 
serve their dual intended functions of price discovery based on actual supply and 
demand for the underlying commodities and providing a mechanism for 
correspondingly appropriate hedging by commercial producers and purchasers. 

The following provisions in the rule should be particularly beneficial in achieving a 
position limits regime that will be effective in achieving the legislative goals 
enshrined in Dodd-Frank; 

a. The individual trader limits for spot months and non-spot months establish 
an important principle. Specifically, they respond to the mandate in the 
Dodd-Frank Act that action be taken to curb speculation in the commodity 
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markets (though inadequately, as described below). They also incorporate a 
periodic review of the effectiveness of the level of the limits. 

b. The restriction of the bona fide hedge concept to physical hedge interests 
reflects the purpose for the exemption from position limits. The anticipatory 
hedging provisions appropriately limit its scope to merchandising, royalties 
and service contracts, and will properly define bona fide hedging so long as it 
is administered properly as individual circumstances are considered. 

c. The aggregation of trades limiting the account controller exemption to 
managed customer accounts is a workable regime that can function properly 
with adequate oversight. While the Proposed Rule was stronger, the 
loosening of the aggregation rules is at least narrow. This will, on balance, 
minimize the exception to the aggregation rule. 


d. The rule makes certain that the activities of commodity index fund sponsors, 
typically a few of the largest swap dealers, are captured in their position 
calculations and not avoided by irrational netting rules. 

After years of hearings, review and consideration. Congress mandated position 
limits as a prophylactic measure which did not require a finding by the CFTC that 
excessive speculation exists. However, the Final Rule’s focus on individual entity 
limits designed to prevent manipulation by a single trader, while necessary, is not 
enough. Excessive speculation, a different concept that is highlighted in the recent 
Dodd-Frank legislation, is not the focus of the Final Rule. This failure to better 
address excessive speculation is a missed opportunity. 

While the limits imposed in the Final Rule could conceivably curb excessive 
speculation in the market as a whole, they are presently set at too high levels and 
unlikely to have strong effects. Market-wide limits, and also limits which are 
targeted at commodity index trading as a class, are what is primarily necessary to 
eliminate speculative distortions in the market, which include the reduction of price 
transparency and damage in the price formation process. 


Between today and September 2012, the CFTC will gather and analyze trade data on 
the Over-the-Counter swaps and futures markets for physical commodities. The 
impact of excessive, market-wide speculation and also commodity index trading will 
presumably be analyzed and reviewed in this process. The CFTC has the authority 
to craft limits to be implemented so that these issues are oroperlv addre.ssed. It 


must exercise this authority if the ultimate position limits regime is to ensure 
markets which allow bona fide hedgers to discover fair and reasonable prices 
and mitigate risk efficiently. 
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This and other needed additions and changes to the Final Rule are described in the 
section below entitled "The CFTC's Position Limits under the Final Rule Must Be 
Stronger to Be Effective.” 

The impact of commodity index funds has been determined to cause or ampliiy 
boom/bust cycles in commodity prices and to increase those prices overall. The 
price inefficiencies caused by commodity index fund trading has also attracted other 
speculators to the market, further increasing the level speculative trading and 
generating increased volatility. Unfortunately, like many types of “financial 
innovation",* commodity index fund trading actually consumes liquidity and 
therefore promotes price volatility. Therefore, it’s imperative that position limits 
should apply to swaps dealers financially hedging their commodity index positions 
as a class, which would significantly reduce this large scale speculation from current 
levels. 

4. The impact of commodity-related exchange traded funds on commodity prices is 
almost identical to the negative effects of commodity index funds, thus position 
limits should apply to their activity on a class basis as well. 

5. Mutual funds represent many trillions of dollars of potential investment into the 
relatively small commodities markets. An increase often percentage points of the 
maximum commodity-related holdings would represent an unprecedented amount 
of capital pouring into the much smaller commodity markets. Although research 
shows that commodity index investments have provided poor returns to their 
investors, they continue to be very lucrative products to the Wall Street swap 
dealers who aggressively promote them to large institutional investors. It is 
therefore very likely that this new source of mutual fund capital would be 
successfully exploited by dealers strongly motivated to sell lucrative commodity- 
related products (especially vs. the level of commissions in equity markets). This 
would constitute a material additional speculative inflow to the commodity 
markets and would adversely affect them. If this is allowed to happen, 
commodity prices and volatility should be expected to rise, probably quite 
substantially and detrimentally, hurting investors and consumers around the globe. 

6. Commonly used tactics and trading methodologies of high-frequency and 
algorithmic trading already disrupt and degrade the price discovery functions of the 
commodity markets. While High Frequency Trading ("HFT") increases volume, 
greater volume, in this case, does not equal greater liquidity. In fact, when liquidity 
is most needed because of stressed conditions, HFTs almost uniformly exit the 
market, accelerating illiquid market conditions and volatility rather than mitigating 


' Presentation of Dr. Andrei Kirilenko, CFTC Technical Advisory Committee Roundtable, October 12, 2010 
available at http://www.cftc.gov/PressRoom/PressReleases/pr5913-10. 
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it2 Rules requiring minimum order durations, minimum position holding times, 
and/or charges for orders placed and cancelled would greatly benefit investors, the 
larger market, and the stability of the system as a whole. 


The statements and conclusions set forth in the answers above are based on 
extensive data and analysis by staff at Better Markets, most of which is set forth in the 
comment letter filed by Better Markets with the CFTC regarding its Proposed Rule on 
Position Limits (the "Better Markets Comment Letter"), which we incorporate by reference 
here. fThe Letter is available at http://www.bettermarkets.eom/assets/pdf/CL-CFTC-PL- 
Final.pdf ). I will first briefly mention our referenced data and then discuss the role of 
commodity index funds, which has developed a great deal since our initial Comment Letter 
was filed. The data and analysis regarding the role of commodity index is set forth in a 
Report released by Better Markets on October 14, 2011 (the "Commodity Index Trading 
Report" which is incorporated by reference here as well: the Report is available at 


1 on SSRN at 

http://papRr!;.ssrn.com/sol.3/papers.cfm?abstract id=1945570 ). I will then conclude with 
a further discussion of the CFTC’s Final Rule regarding position limits. 


DISCtlSS10\ 


In the last decade, we have witnessed a seismic shift in the worldwide mechanisms 
for pricing energy and agricultural commodities. This shift coincided with the extensive 
deregulation of commodities markets and the proliferation of electronic systems by which 
buyers and sellers of derivatives are matched directly, out of sight of exchanges, 
clearinghouses, and regulators. 

These changes have profoundly affected the way that financial and fundamental 
forces interact to establish prices paid for gas in Detroit, bread in Tulsa and cereal in Dover, 
and for most other basic commodities in the global economy. In fact, the advent of 
commodity index funds, and excessive speculation in general, has significantly distorted 
the price discovery and hedging function of commodity futures markets. This fact in turn 
has directly affected physical commodity prices, introducing an independent persistent and 
upward financial pressure on commodities prices. 

Excessive speculation today is increasing costs for virtually every business and 
consumer throughout the United States. It will likely continue to do so unless an effective 
position limits regime is put into effect. 

The only way to effectively correct these market distortions and restore the 
commodity markets to their intended purpose is to take the following steps: 


• Regulators must impose aggregate, market-wide position limits on 
excessive speculation. 


2 Cartea, A, and Penalva, J., ""Where is the Value in High Frequency Trading," Universidad Carlos II de 
Madrid, November 2, 2010; Better Markets. Inc., Comment Letter to the CFTC. Core Principles and Other 
Requirements for Designated Contract Markets, February 22, 2010, available at 
http://comments.cftc.gov/PublicComments/VIewCommentaspx?id=27994&SearchText=better%Z0mar 
kets. 
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• In particular, limits must be applied to commodity index funds as a group 
or class. 

S peculation in commodity markets has dramatically increased and is excessive 

The facts demonstrate that, today, financial speculators have overwhelmed the 
commodity markets and also driven out many legitimate commercial physical 
hedgers. Historically, when commodity markets have worked well (l,e., when there is 
sufficient liquidity and meaningful price discovery for all physical hedgers who want to 
hedge), physical hedgers have constituted about 70% of the futures market and financial 
speculators have been the remainder, or about 30% of the market. Today, the ratio of 
participants has reversed in many commodities markets, with speculators now accounting 
for about 70% or more of the open interest in some markets while bona fide physical 
hedgers have declined to only about 30% participation (and much lower in some 
markets). 

The overwhelming importance of these facts can only be realized by understanding 
the legitimate purpose for commodity markets. In sharp contrast to the much larger capital 
markets, commodity markets exist only for the purpose of providing a mechanism for 
producers and purchasers of physical commodities to hedge their risks. Financial 
speculators are tolerated as commodity market participants solely in order to ensure that 
physical hedgers have sufficient liquidity for their hedging operations. Recently however, 
speculation has been allowed to far exceed the levels necessary to facilitate hedging, which 
has damaged and distorted the commodity markets, and further, increased absolute 
commodities prices for all commodities consumers. 



The diagrams above illustrate how the Speculation/Hedging ratios have reversed 
using the example of CBOT Wheat. (Full size copies of all diagrams are included at the end 
of this testimony.) 
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The diagram below shows how commodity index funds have been the force behind 
most of the increased financial speculation, here using the example of CBOT Wheat. 

Porcontage or Roponabla and CiasalflabI* Open Interest Controlled By (1) 

C-ammcrci3is.(2) Indeit FundS,{3J ; . i»csctwhMU9s5 jooo 

M2C06 20I1 


While I have used wheat as an example here, this type of open interest change is 
common across many commodities as Better Markets’ illustrated in our comment letter 
and on our website. 


Excessive speculation 


has caused increased volatiiitv and increased prices in the 



REM OIL PRICE (Rile < $1 in I9E0) 



The diagram above illustrates that the volatility and price levels seen since the advent of 
excessive speculation are unprecedented, here using the example of NYMEX WTI Crude Oil. 
Note the past effects of significant world events compared to the index fund era today. 
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Much of this, hut certainly not all, has been caused hv the creation ami explosive 
growth of commodity Index funds 

Highly structured commodity index investment vehicles have become dominant 
forces in the commodities futures markets, with an associated dramatic impact in the 
physical markets. Commodity index investments were created to synthetically mimic 
ownership of market baskets of physical commodities valued according to indices derived 
from futures markets. By far the largest amount of this type of investment is transacted in 
funds sponsored by some of the largest banks who act as commodities swap dealers in the 
derivatives market. In past years, these kinds of "investments" were marketed to large 
institutional investors as "a new asset class" for diversifying investment portfolios (which 
hasn’t turned out to be the case).^ Remarkably, these investors have injected capital 
estimated to be between $200- 300 billion into the commodities futures markets over the 
last several years, with commodities prices not surprisingly rising in tandem, as the chart 
below highlights: 


Passive Commodity 
Index Investment 



Com modity index funds are Uauiditv takers and not liquidity providers, and are 
devrivlng bona fide hedgers of sufficient market liquidity... 

A common myth concerning index funds is that they "provide liquidity" to the 
market, thereby fulfilling an important role in providing commercial hedgers with needed 
counterparties. However, commodity index funds do not trade on the basis of supply 
and demand fundamentals or in response to liquidity demands. Rather, they trade on 
the basis of investment inflows and the need to perpetually roll contracts forward as they 
regularly expire. 


See, for example, lavier Bias, "Commodity Indices; Rollover Practice Hits Investors," Financial Times, 
November 1, 2009, available atlittn;// www,ft.com/intl/cms/s/0/453764e8-c.SB6-ride-9hBh- 
EQJi41ieafe42adltj[llMaxaM^^ and Tang, K. (Princeton University) and Xiong, W. (Renmin 
University) (2010): Index Investment and The Financialization of Commodities, and the related 
discussion In the Better Markets Position Limits Comment Letter.. 
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In some instances, this may accidentally provide hedging liquidity, but when it does 
so it is purely a coincidental phenomenon. It turns out that these commodities indexers 
actually have massive liquidity needs every month due to their need to constantly roll their 
positions forward in time. Thus, most of the time these giant funds compete directly with 
hedgers for market liquidity. They are, as a net result, liquidity takers, not liquidity 
providers, pursuing their investment strategy regardless of price and supply and demand 
fundamentals, while doing great damage the commodities markets with which they get 
involved. 

Commodity index funds have disrupted the commodities futures and physical markets 
In wavs that dixtort price discovery and increase commodities prices 

Commodity index fund trading and other speculative activities have generated 
volatility in the commodity markets that is not associated with fundamental supply and 
demand forces.* This volatility imposes direct costs on businesses legitimately using the 
markets to manage price risk. These costs then become a cost of production, directly 
increasing prices paid by consumers. 

In addition, speculative distortions that contribute to artificially increasing prices of 
longer dated futures contracts are also directly linked to prices in the physical [or spot] 
markets. Energy and agricultural commodities are generally priced via contracts or 
auctions in which the reference price is the next expiring futures contract price. Where 
the futures price is not directly used, “reported prices," such as those published by price 
reporting services like Platts, are used. These "reported prices" are also calculated via 
methods that place a great emphasis on nearby futures prices. 


Futures Prices Affect Physical Prices 



Therefore, nearby futures prices have an Immediate and direct Impact on 
physical commodities prices. Higher prices and volatility in futures markets, induced by 
excessive speculation, thus cause physical prices to be pushed higher than they would 
otherwise, while directly passing on the associated futures-led price volatility to physical 
(spot) commodity markets. 


* Fundamental forces refer to the price effects of supply and demand in the context of production and 

transportation costs and elasticity of demand. 
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In fact, the claim that futures prices have no impact on physical prices is 
simply wrong and is only asserted by self-interested entities seeking to continue their 
speculative activities in these markets-regardless of how much harm they cause. 

Commodity Index Trading Di.<!torL<s Futures Markets and Pushes Prices Up in Futures 
and Physical Markebi 

Index investors, often institutional investors managing large and diverse portfolios, 
often turn the mechanics of commodity index investing over to swap dealer counterparty. 
Institutional investors generally enter into OTC derivatives with a bank [acting as a swap 
dealer) that agrees to pay them the return of a market basket of commodities. This is done 
via a swap designed to be a synthetic replica of a perpetual ownership of that market 
basket of commodities. 


Commodity Index Fund Structure 




However, as a result of that swap, the bank acting as swap dealer that sold the swap 
now has to generate the future return over time of that specific market basket of 
commodities (which it is obligated to pay to the investor); additionally, it has to make a 
profit, and it has to protect itself so that its exposure in the commodities markets remains 
within its desired risk tolerances, which is often done by hedging their financial exposure. 
Thus, the direct market issue of index funds concerns the swap dealing banks and their 
trading, rather than the swap purchased by the commodities index investors themselves. 
The bank swap dealers can hedge precisely by acquiring the futures contracts reflected in 
the index; or (often) they can buy and hold physical quantities of the commodities, 
speculating on the difference between physical prices and futures prices or they can do a 
combination of the two. In fact, through this latter practice, commodities futures 
prices are arbitraged directly to spot market commodities prices.^ 

The timing of this bank trading is dictated by the structure of the index and the 
futures market so that the bank matches its hedge with the notional amount invested under 
the swap. As a result, the banks’ trading occurs at a few pre-set times every month. 


s Swap dealers have accumulated large storage capacity for and holdings of physical commodities in recent 

years. 
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Moreover, the banks are largely Indifferent to price because futures prices are passed 
directly through to the investors (as set forth in the original swap agreement with 
investors). That’s why these investments are often defined as "passive," but they are only 
passive to the original institutional investors who contracted with the bank (the swap 
dealer). In sharp contrast, the bank swap dealer that sells the swap is and has to be a very 
active trader in the futures and physical markets, both to provide the promised return to 
the investor and crucially for the bank, profit from the sale of its products. 

That required trading by swap dealers is the key to understanding how commodity 
markets have been distorted and why commodity prices have been (and are) subject to 
significant volatility. The obligation owed by the bank swap dealers to the investor is 
perpetual. Those banks guaranteed a return to the institutional investor as if the investor 
owned the commodities market basket until they ultimately sell it (although most 
institutional investors have bought commodities index products with the idea of buying 
and holding these investments for many years, if not perpetually). However, futures, like 
all derivatives, are executory contracts that have fixed terminations. The bank acting as 
swap dealer must offset its perpetual obligation with the futures contracts that regularly 
expire. As a result, the bank must repeatedly trade out of all expiring futures and replace 
them by buying other futures contracts having a later expiration. This is commonly 
referred to as the "Roll." Like the phoenix, the banks that sell index fund investments 
destroy the previously created index trades and recreate a new set of trades during each 
Roll period. 

Predictable trading in large amounts always attracts other traders seeking to take 
advantage of and profit from that trading. It almost is the commodity market equivalent of 
shooting fish in a barrel. Thus, it should come as no surprise that the Roll is the highlight of 
the trading month for many other speculative traders since the potential for profit is large 
and relatively certain.^ Commodities index fund traders seem to be the perfect 
counterparties for others in the markets to exploit: 

• The bank swap dealers engaged in index swaps are compelled by the structure of 
the index funds sponsored by index fund providers like S & P or Dow Jones to trade 
in the futures markets by selling the current, expiring contract, say October, and 
buying the next month contract, here November. 

• Everyone knows this predictable pattern because the commodity index sponsor 
trading strategy and data are published publicly. 

• The banks, for their part, care little about executed prices because they are just 
passed through to the institutional investor counterparty as per the original 
contract with the passive investor (a glaring example of agent vs. prinidpal 
conflict). 

• The trading volumes generated during the roll period are enormous, since the 
entire invested amount has to be regularly and predictably traded during a short 
window of time specified by the index fund sponsor. 


‘ See Mou, Y., "Limits to Arbitrage and Commodity Index Investment; Frontrunning the 

Goldman Roll," Columbia University (2010) and the related discussion in the Better Markets Position 
Limits Comment Letter. 
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As would be expected, a trading "ecosystem” has emerged, in which volatility and 
spread traders feed off of the price dynamics generated by the bank swap dealer index 
traders (i.e„ the “perfect counterparties" to exploit). All of this trading (by the swap dealer 
banks and the associated trading by those exploiting the banks' trading on behalf of 
institutional investors) is purely speculative and represents a significant amount of 
commodities market speculation. Importantly, this massive amount of trading done by the 
banks in roll trading amounts is estimated to equivocate to commodity index open interest 
amounts of between $200 and $300 billion. Moreover, an additional significant amount of 
speculative trading activity is done by other speculators feeding off this index fund roll 
activity. 

Unsurprisingly, all of this speculative trading has changed the shape of the price 
curve for many commodities, which represent term prices for each commodity futures 
contract in each month into the future. Given that index traders are constantly and 
mechanically selling the expiring contract (i.e., October) and buying the next future month 
(i.e., November), month after month, whether the prices make sense relative to market 
fundamental forces such as supply and demand or not, longer dated contracts are 
repeatedly subjected to constant upward price pressure by index fund swap traders. 

In fact, the forward commodities price curve is extraordinarily important When it 
slopes upward - that is to say the price for the November futures contract is higher than 
the price for the October futures contract - the futures market is “signaling” to producers 
and consumers that prices are likely to rise. When it is flat or downward sloping, the 
corollary message is that prices will likely be stable or fall. 

According to economic theories, when the price curve is set in the futures market, 
the market is perfectly basing its price "opinion" on equally shared and objectively sound 
information about supply, demand and production and transportation cost. This 
theoretical worldview is commonly known as the “efficient market hypothesis,” which, 
though it has been repeatedly and definitively discredited, still lives on among academics, 
market fundamentalists, and predatory traders like bank swap dealers that promote the 
claim that their massively profitable trading around the roll (for the agent) has no real 
impact on markets because markets are always “efficient", with the actions of large market 
participants somehow meaningless to price formation. 

But, if a price curve is sloping upward because of swap dealers trading the Roll, and 
thus the trading that happens around the Roll is done for reasons other than supply and 
demand (i.e., fundamental) information, then in this case the market is sending misleading 
price signals to other market participants. In fact, it means that a price signal is being sent 
by the commodities market that prices are on the rise, when fundamental commodity 
supply and demand dynamics are actually not signaling this situation. Thus, in this case, 
supply and demand market price information becomes obscured and/or displaced by price 
formation arising from swap dealers trading on behalf of their institutional investors who 
are replicating a commodities index, rather than from hedgers trading based on their own 
views of supply and demand. 

Remarkably, prior to 2004, when the commodities indexing trend really took off, the 
commodities futures forward curve was actually most often flat or downward sloping, a 
type of curve called "backwardation". Since that time, however, commodities futures 
forward price curves have been upwardly sloping far more often than not, a strong 
message for most of that period that prices were on the rise (a type of curve called 
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“contango”). Was this message due to fundamentals, was it influenced by the Roll, was it 
due to some combination of the two, or was it something else entirely? 

In order to answer this important question. Better Markets undertook a study of 
historical futures price curve dynamics and the commodity index roll framework, in order 
to examine this closely, please see the Better Markets Commodity Index Trading Report, 
(avai7ah/e at http://www.bettermarkets.com/reform-news/new-better-markets-research- 
report-shows-wall-street-driving-food-fuel-prices). In this study, the predominant Roll 
period for each trading month over the last 27 years was isolated. Then any bias (delta) 
towards an upward sloping curve during each of these Roll periods was measured. 

Our research found that before 2004, there was no bias related to what would later 
become the Roll period, i.e., the time of the month when the bank swap dealers would later 
roll large volumes of contracts from the expiring month to the future month. However, 
starting with 2004, this contango bias was much more pronounced. In fad, the upward 
price bias in the West Texas Intermediate crude oil futures market was correlated at 
a 99% level with the Roll. 

Then the data was analyzed at every other 5 day period in every other month over 
the 27 years. Remarkably, there was no correlation between upward or downward prices 
for these other periods. 

This analysis strongly demonstrates that the forces which signaled increasing prices 
were specific to the Roll period. In fact, there were no supply and demand events 
peculiar to that period. As a result, it is clear that Roll trading behavior by swap 
dealers was the direct cause of the change in the shape of the forward price curve. 

Efficient markets ideologues could try to argue that other traders would have seen 
this phenomenon and squeezed this curve bias out immediately. However, the data shows 
that the bias caused by a given Roll persisted for days or weeks, depending on the market. 
Why didn’t arbitrageurs immediately squeeze out the bias? For one thing, the Roll is large 
and the trading risk to the arbitrageur is very high, due both to the amount of funds 
required to commit to such a strategy and also the risks that arise from high volatility 
during the trading period. In this case, it wasn’t feasible for the Roll effect to be arbitraged 
out efficiently by arbitragers competing against the much larger swap dealers in the 
intermediate term and under the extant market conditions. Put artoAer way, it appears 
that arbitrageurs could only take advantage of the Roll in amounts at acceptable risk levels, 
which are significantly lower (both for individual arbitrageurs and in sum) than would be 
necessary to arbitrage out the entire or predominate affect. 

However, there is another clear and profound reason other traders didn't arbitrage 
away the entire curve bias here. Markets are actually driven by the perception of 
fundamental forces, not perfect reference to some definitive supply and demand chart. 
Market participants generally expect other traders to behave rationally, motivated by the 
desire to make money. In this case, there is no way for other market players to know 
whether those traders have better or different information. Moreover, the actual 
perception of supply and demand information can be altered toward the view that 
fundamental prices will be on the rise. Arbitrageurs still exist, but the available 
fundamental information and the quality of the information that drives them is often 
unclear and/or incomplete. Thus, when the arbitrageurs estimate the price to which the 
forward curve should be theoretically driven, the large and (apparently rational) trading 
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activity associated with the Roll influences their perception of fundamental forces, causing 
their own price perceptions to change or, at a minimum, seem less certain. 

Moreover, if a swap dealer is trading a commodity index position in which profit and 
loss is passed through to the investor, it may also be trading the market purely for its own 
account. Such a dealer enjoys substantial advantages of asymmetrical information in that it 
will know the amount of index positions and the allocation of hedges between futures and 
physical positions. Such a dealer is best positioned to trade the Roll for its own account. 

The message that prices are on the rise is transmitted to current real prices in many 
ways, some described above. One of the key reasons is that current prices must rise to 
induce suppliers to commit product to the market rather than holding back supply. 

The market as a whole reacts to the message that prices will rise and a price bubble 
emerges. 

Eventually, fundamental supply and demand forces overcome the trading-driven 
sentiment that prices will rise. When this finally occurs the speculative bubble bursts. 

While Better Markets' staff have not yet been undertaken to measure the cumulative 
effect of boom and bust cycles driven by Roll trading, it is obvious that the commodities 
futures market price discovery function, necessary for businesses to manage their 
commodities price risk, has been undermined. It is equally obvious that the 
persistent bias toward higher prices and the dislocations associated with the boom 
and bust cycle have together adversely affected consumers, who are paying both 
higher and more volatile prices for commodities as a result of this new speculative 
trading activity and its associated consequences for the commodities markets. 


The CFTCs Position Limits under the Final Rule Must Be Stronger to Be Effective 


In the Better Markets Comment Letter, a number of needed changes to the Proposed 
Rules are discussed in detail. These are briefly summarized here. (The letter is available in 
its entirety at 1 


Excessive Speculation 


After years of hearings, review and consideration. Congress mandated position 
limits as a prophylactic measure, which did not require a finding by the CFTC that excessive 
speculation exists. Nonetheless, position limits should be constructed so that they provide 
protection against excessive speculation under current market practices and conditions. 

The basic structure of the Final Rule is that position limits are established for 
individual trading entities based on a percentage of the open interest in a market This 
general approach is structurally focused on preventing the accumulation of positions by a 
speculator which could lead to manipulation of the market 


However, manipulation is not the only concern. Excessive speculation that distorts 
markets and prices are of equal concern. 

As demonstrated in the Better Markets Comment Letter, excessive speculation 
is a market-wide phenomenon, as well as an individual trader issue. It is not, per se. 
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manipulation. It is a very different concept, as codified in the Commodity Exchange 
Act and the recent Dodd-Frank legislation. And it requires a very different response. 

Using historic precedent and accepted analytics, it is possible to know the amount of 
speculative activity as a percentage of an entire commodity market that is needed so that it 
can function well. For commodity markets generally, this level has historically been about 
one-third of open interest.^ A level of speculation in excess of this percentage of market 
open interest is not required for bona fide hedgers to have liquidity. Moreover, if 
speculators en masse cause damage to the commodities market, they must be restricted; in 
fact, the data clearly shows that commodity index funds in particular are damaging price 
formation in commodities markets. 

It is telling that Better Markets’ staff knows of no bona fide hedgers complaining 
about the “lack of liquidity" in commodities markets just 10 years ago, prior to deregulation 
Yet swap dealers constantly assert the claim that they are "providing more liquidity". 

Even if that were true, and it is not, the question regulators should ask is why does 
society need more speculative "liquidity" in the commodities markets today when 
there was plenty of speculative liquidity for hedgers to transact efficiently 10 years 
ago (and with a proportion of speculative open interest less than half of today). It is 
worth recalling again that the purpose of commodities derivatives markets is to provide a 
mechanism for hedging by bona fide hedgers, while also contributing to price formation. 
Commodities futures markets do not exist to act as an unregulated casino that can be 
manipulated by Wall Street swap dealers. 

Individual market participant limits can, of course, also be effective to address this 
issue in a practical sense. Clearly, if individual limits are low enough relative to the size of 
the market, the gross amount of speculation will be affected since it is also the sum of 
individual positions. However, there is no basis for believing that an individual limit 
designed to protect against manipulation will be an effective deterrent against market- 
wide excessive speculation. 

Therefore, a system for market-wide limits must be adopted. Different regulatory 
requirements necessitate different regulatory tools. 

Commodity Index Limits 

As described above, commodity index trading is a special issue. It is at the root of 
many commodity markets' problems. The Dodd-Frank Act empowers the CFTC to act with 
respect to a class of traders. Commodity index traders are and must be designated as a 
class. 


A significant factor in the damage done by commodity index trading is its sheer size. 
The Final Rule fails to limit this class of trading as a percentage of the market. The CFTC 
must use the authority in the Dodd-Frank Act to limit trading which pursues a common 
expressed or implied plan or agreement. All trades based on a single index act in 
concert and affect the market just as if transacted by a single giant market participant. As 
such, all trades under a common index should be aggregated for position limits purposes. 
Otherwise, excessive speculation created by commodities index trading will continue 


’ This is discussed in detail in the Better Markets Position Limits Comment Letter, referenced above. 
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unabated, with all the accompanying volatility, price swings, and ultimately boom/bust 
cycles that are evidenced in the research. 

Abandonment of Class Limits 

The original CFTC rule proposal had separate limits for the futures markets and the 
swap markets for each commodity. Under the Final Rule, swaps and futures markets will 
be lumped together. Combining these markets means that certain speculators who 
specialize in futures trading can apply their permitted percentage to a larger marketplace, 
effectively making the limits larger than in the proposed rule. 

Such speculators specializing in the futures markets will not be limited to 2.5 % of 
the futures market, but can speculate in futures at a substantially higher level because 
these swaps and futures markets will be combined. Other speculators will be able to net 
swaps against futures, ignoring that the two markets perform much different roles, which 
in the case of futures, merits a higher level of scrutiny. 

As data is gathered in the following year, the impact of eliminating class limits must 
be carefully anal 3 fzed. When the limits are finally set, the CFTC must consider the need 
to re-establish class limits. 

Calculation Periods 

In the Final Rules, position limits are reviewed and adjusted at the end of January of 
every other year, with adjustments going into effect in March. Under reporting 
requirements of the Dodd-Frank Act, comprehensive transaction data will be available in 
"real time" and this data can be analyzed continuously. Markets change rapidly, with the 
potential that new trading strategies or derivatives products can have sudden and 
detrimental impacts. 

The Final Rules must be changed to provide for quarterly reviews when sufficient 
robust data is available. Since this will result in more fine-tuned adjustments to the 
position limits, a 30-day effective period should be adequate and appropriate. 

This approach would allow smoother adjustments to limits as well as an 
opportunity for the CFTC to act promptly if warranted, a regulatory tool that could be 
highly effective. 

Definition of "Referenced Paired Futures Contract, Option Contract, Swap or Swaption" 

The purpose of this definition is to assure that the contracts in each position include 
all that are price-related and should be grouped together for calculating positions. This 
methodology is almost universally used by market participants in their database systems 
which track and analyze their portfolios. 

The definition, however, is structured to establish these groupings by identifying 
characteristics which are common to such equivalent contracts, such as common reference 
prices. While these may be factors behind price relationships, they are certainly not an 
exhaustive list The position limits regime would be more accurate if it relied on typical 
market practices as the guiding principle in establishing price-related groupings. 
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In the Better Markets Comment Letter, a layered approach to price-related 
groupings is outlined, which references both market practices and the objective factors 
outlined in the Final Rules. 


In conclusion: 

• Speculation in commodity markets has dramatically increased, has 
become excessive and far exceeds amounts necessary to facilitate 
legitimate commercial hedging; 

• Excessive speculation has caused increased volatility and increased 
prices in the futures markets; 

• Volatility and price increases in the futures markets directly increase 
hedging costs and, as a result, the cost of production, thereby increasing 
the prices of underlying commodities; 

• Price increases in the futures markets are transmitted to and directly 
affect the prices in the physical markets by standard pricing 
methodologies of physical products; 

• While increased volatility and prices have increased the need for hedging 
by physical producers and purchases, the increased costs to hedgers 
described above have caused many physical producers and purchasers to 
actually hedge less; 

• Much of this, but certainly not all, has been caused by the creation and 
explosive growth of commodity index funds and their associated roll 
trading; 

• Commodity index funds are liquidity takers and not liquidity providers, 
while also depriving legitimate commercial hedgers of sufficient market 
liquidity via competitive methods; 

• Commodity index funds have disrupted the commodities futures and 
physical markets in ways that distort price discovery and increase 
commodities prices; and 

• Producers and purchasers of commodities from the farms to the family 
table and gas pumps need strong, aggregate position limits imposed to 
reduce excessive speculation and volatility, including, in particular, 
applying such limits to commodity index funds as a group or class. 

Thank you for your consideration of these very important matters. 


[Full-Sized Version of All Charts Attached] 
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Hedging vs Speculation in CBOT Wheat 
June 25th 1996 (Inc. Spread) 



© Better Markets, Inc. 


Hedging vs Speculation CBOT Wheat 
June 29th 2010 (Inc. Spread) 

[ B»/o Hedgers ■% Speculators^] 



© Better Markets, Inc. 
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Percentage of Reportable and Classifiable Open interest Controlled By (1) 

ConHTM’rciai.‘>, (2) Index Funds, . , in ceoT wheat 1995-2000 

and 2D06'2011 
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Passive Commodity 
Index Investment 
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Source' GofOmejy Sec^, SteodetO ^ Poor’s, DowJoneSrCefcufeSons oased upon 
Commodiies Futures Trading Commisstan fCFTC} Comnodity Index Trader (CtD 
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Futures Prices Affect Physical Prices 


Futures prices set the 
benchmark price for 
physical auctions. 


Many physical 
delivery contracts 
DIRFCn Y use futures 
prices as their 
reference price. 
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Assessed prices like 
Platts use near 
month futures prices 
as a key component 
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Bnitcri States 3cnatc 

COMMITTEE ON 

; HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS 

WASHINGTON. DC .•>0510 -62o0 

September 22 . 201 1 

VI.A U.S. M.All. & EMAIL (wliirbcville@betlemTarkets.coml 

Mr. Wallace Turbeville 
Derivatives Specialist 
Belter Markets 

1825 K Street NW. Suite 1080 
Wusliington, D.C. 20006 

Dear Mr. 'i'urbevilic: 

I’ursuant to its authority tmtler Senate Resolution 73, Section 12(e). Ill"' Congress, the U.S. 
Senate Permanent Subconimittee on Investigations is holding a hearing on the Commodity Futures 
Trading Commission's (CFTC's) proposal to implement speculative position limits for futures, 
options, and .swap contracts for oil and other commodities. The hearing will be held on October 6, 
2011, at 9;30 a.m. in Room 342 of the Dirsken Senate Office Building in Washington, D.C. 

The purpose ofthis letter is to invite you or another representative of Bolter Markets to testify on a 
panel at the hearing. To assist the .Subcommittee's understanding of the issues, please have Better 
-Markets prepared to addros.s the following matters at the hearing, 

( 1 ) Please dcseribe the extent to whieh speculation has increased in the commodity 
markets and has been linked to increases or volatility in oil prices and other 
commodities in the futures and physical commodity markets. 

(2) Plea.se describe the reversal in market participation between speculators and 
physical hedgers over the last ten years. 

(3) Please provide your views oil the CFTC’s proposed rule and any final rule 
issued prior to the hearing to establish position limits for commodity futures 
and option contracts and equivalent commodity swaps. 

(4) Please describe the impact of commodity index funds on commodity prices and 
market liquidity; whether position limits ought to apply to sw.ip dealers 
hedging their positions with commodity index investors; and whether the 

CF TC should eliminate existing swap dealer exemptions from position limits. 

(5) Please describe the impact of eommodily-reiated exchange traded funds 
(ETFs) on commodity prices, and whether position limits ought to apply to 
those funds or the fund managers. 
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2 

(6) Piensc describe ihe impiicl ot’nnilual funds on the commodities markets, and 
whether mutual fund holdings in commodity ETFs and offshore entities 
investing in U.S. commodities may be contributing to commodity price 
speculation. Under existing law tor a mutual fund to qualify for certain lax 
benefits, 90 percent ol'lhc investment revenues accnied by muluai funds must 
be realized though investments in securities, and no more than 10 percent may 
be realized though alternative investments, including commodity investments. 

Please provide your views on whether it would be appropriate to increase the 
percemtige of alternative investments that a muluai fund may hold in 
commodities. 

(7) Please describe the impact of high frequency trading on the commodities 
markets, its effect on commodity prices and market liquidity, and any problems 
associated with this form of commodity trading. 

Please provide a written statement addressing the above matters. This statement will be included 
in its entirety in the printed hearing record and will be provided to the public. Subcommittee rule.s 
require that this written statement be received by the Subcommittee no later than 9:30 a.m. on 
October 4, 201 1 . Please deliver the written statement to the Subcommittee’s Chief Clerk, Mary 
Robertson, through electronic mail at mary_robertson@hsgac.senale.gov. In addition, you may 
provide an oral statement of up to seven minutes in length at the hearing, to be followed by 
questions from Subcommittee Members. 


Thank you for your assistance in tiiis matter. Please provide the name and title of your 
representativ’e to Ms. Robertson by September 27, 201 1 . If you or your staff have any questions 
or would like additional information, please contact David Katz (Senator Levin) at 202/224-9505 
or Anthony Cotto (Senator Cobum) at 202/224-3721 . 


Sincerely, 



Tom Coburn 
Ranking Minority Member 
Pennanem Subcommittee on Investigations 




Carl Ixvin 
CItairman 

Permanent Subcommittee on Inve.stigations 
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TESTIMONY OF GARY GENSLER 
CHAIRMAN, COMMODITY FUTURES TRADING COMMISSION 
BEFORE THE 

U.S. SENATE HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS 
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
WASHINGTON, DC 
Novembers, 2011 

Good morning Chairman Levin, Ranking Member Cobum and members of the 
Subcommittee. 1 thank you for inviting me to today’s hearing on position limits and the 
changing nature of the derivatives markets. I also thank my fellow Commissioners and CFTC 
staff for their hard work and commitment to implementing the Dodd-Frank Wall Street Reform 
and Consumer Protection Act and the CFTC’s existing futures market oversight. 

Before 1 get to the CFTC’s position limits rulemaking, I would like to first discuss how 
markets have changed over time and update the Subcommittee on the CFTC’s work to ensure 
our 2l“ century markets have 21” century regulations. 


Changing Nature of the Derivatives Markets 


The derivatives markets have changed significantly since the CFTC opened its doors in 

1975. 
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A new unregulated derivatives market -the swaps market - developed in the 1980s. The 
swaps market has grown in size and complexity to the point where it now is more than seven 
times the size of the futures market. 

The futures market has changed dramatically as well. 

First, there has been a significant increase in electronic trading. Instead of being traded 
in trading pits, more than 80 percent of futures and options on futures were traded electronically 
in 2010. 

Second, the makeup of the market has changed. In contrast with the early days of the 
CFTC, swap dealers now comprise a significant portion of the markets. Also, many investors 
today treat commodities as an asset class for investment. Based on published CFTC data, 
financial actors, such as swap dealers, managed money accounts and other non-commercial 
reportable traders, make up a significant majority of many futures markets. 

For example, based upon CFTC data as of October 25, 2011, only about 12 percent of 
long positions and about 18 percent of short positions in the WTI crude oil market were held by 
producers, merchants, processors and users of the commodity. Similarly, only about 13 percent 
of gross long positions and about 3 1 percent of gross short positions in the Chicago Board of 
Trade wheat market were held by producers, merchants, processors and users of the commodity. 
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Third, CFTC data shows the vast majority of trading volume in key futures markets - 
more than 80 percent in many contracts - is day trading or trading in calendar spreads. Only a 
modest proportion of average daily trading volume results in reportable traders changing their 
net long or net short futures positions for the day. This means that about 20 percent or less of the 
trading is done by traders who bring a longer-term perspective to the market on the price of the 
commodity. This summer we published on our website historical data on net position changes to 
enhance market transparency. The data reflects trading that changes or creates an end-of-day 
position, as contrasted with trading that does not change a trader’s end-of-day net position, such 
as spread or day trading. 

Ensuring that Regulations Keep up with the Markets 

The CFTC is focused on ensuring our regulations are responsive to today’s markets. We 
are implementing the historic Dodd-Frank Wall Street Reform and Consumer Protection Act, 
which gives the Commission oversight of the nearly $300 trillion swaps market. Dodd-Frank 
includes many important provisions, but includes two overarching goals of reform: bringing 
transparency to the swaps market and lowering the risks of this market to the overall economy. 
Both of these reforms will better protect taxpayers from again bearing the brunt of a financial 
crisis and will cut costs for businesses and their customers. 

As the Commission considers Dodd-Frank rules, we have benefited from significant 
public input throughout the process. We have received more than 25,000 comment letters. 
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CFTC staff and Commissioners have met more than 1,000 times with members of the public to 
discuss the rules. We have conducted 14 public roundtables on Dodd-Frank. 

This summer, the agency turned the comer and began finalizing rules to make the swaps 
marketplace more open and transparent for participants and safer for taxpayers. We have held 20 
public meetings where we finalized 1 8 rules, and we have more public meetings scheduled this 
year and into next year. 

While each rule is important for the public’s protection, I will highlight a few important 
measures for you. 

We approved a final rule to implement enhanced anti-manipulation and anti-fraud 
authority. These tools are similar to rules that the Securities and Exchange Commission, Federal 
Energy Regulatory Commission and Federal Trade Commission have for securities and certain 
energy commodities. The new authority expands the CFTC’s arsenal of enforcement tools and 
strengthens its ability to effectively deal with threats to market integrity. 

In addition, the CFTC on July 7 approved a final rule on large trader reporting for 
physical commodity swaps. Prior to the Dodd-Frank Act, the Commission only had limited 
authority to obtain large trader data regarding the swaps market. The rule requires position 
reports on economically equivalent swaps from clearing organizations, their members and swap 
dealers. 
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Pre-Trade Risk Filters and Controls 

As electronic trading has grown, we have seen a significant rise in high-frequency 
trading, and the CFTC is working to ensure our regulations are a match for modem challenges. 

The Dodd-Frank Act requires that regulated trading facilities have the capacity and 
responsibility to prevent manipulation, price distortion and disruptions of the delivery or cash- 
settlement process through market surveillance, compliance, and enforcement practices and 
procedures. This includes methods for conducting real-time monitoring of trading, and 
comprehensive and accurate trade reconstructions. 

In December 2010, the CFTC proposed a rule that would require that risk controls 
include market restrictions that pause or halt trading under specified market conditions and that 
trading facilities coordinate their risk controls. The proposed rule contemplates that other 
appropriate risk controls, such as price collars or bands, maximum order size limits, stop loss 
order protections, kill buttons and others, may also be required. 

The CFTC also has proposed regulations to require each swap dealer, major swap 
participant and futures commission merchant that is a clearing member to establish credit and 
market risk-based limits based on position size, order size, margin requirements and other similar 
factors. The proposed regulations would require use of automated means to screen orders for 
compliance with the risk-based limits. 
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In addition, the proposed regulations would require monitoring for adherence to the risk- 
based limits intra-day and overnight. A clearing member could monitor and mitigate risk with 
the ability to see all working and filled orders for intraday risk management, or with a “kill 
button” that cancels all open orders for an account and disconnects electronic access. 

Testing and Supervision 

CFTC staff also is working on a release concerning a principles-based testing and 
supervision regime designed to ensure that electronic trading systems are tested and supervised 
by trained personnel and that appropriate risk controls are in place. If approved by the 
Commission, the release would seek comment concerning proposals designed to ensure that 
those who provide market access to customers establish, implement and enforce rules and 
procedures to mitigate some of the risks of high-frequency trading. 

Increased Transparency 

The CFTC is using existing authorities to increase transparency in the derivatives 
markets. When markets are open and transparent, they are safer and sounder, and costs wilt be 
lower for companies and the people who buy their products. 

In September 2009, the Commission began disaggregating its weekly Commitments of 
Traders (COT) reports to make the categories of traders more informative. Before then, the COT 
reports broke traders into two broad categories: commercial and noncommercial. The new 
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disaggregated reports improved upon the previous reports by breaking the data for physical 
commodities into four categories of traders: Producer/Merchant/ProcessorAJser; Swap Dealers; 
Managed Money; and Other Reportables. The CFTC also released five years of historical data 
so that regulators and the public could identify trends in the makeup of the markets. This data 
informs the market about swap dealer and managed money positions on a weekly basis. 

Also, the agency began periodically releasing data on index investment in the commodity 
futures markets. In September 2008, the CFTC published a Report on Swap Dealers and Index 
Traders that was based on data received pursuant to special call authority. Updated data is now 
released on a monthly basis and includes both gross long and gross short positions. 

Position Limits 

At our most recent public meeting, the CFTC finalized its rule to establish position limits 
for futures, options and swaps on 28 physical commodities as required by the Dodd-Frank Act. 
Before I discuss the specifics of the rulemaking, 1 will provide the historical and regulatory 
contexts for position limits. 

Legislative and Regulatory History of Position Limits 

Since 1936, the Commodity Exchange Act has prescribed position limits to protect 
against the burdens of excessive speculation, including those caused by large concentrated 
positions. Between the CFTC and the futures exchanges, there are currently position limits in 
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the spot month on physical delivery contracts in the agricultural, energy and metals markets. 
There also are a number of agricultural contracts that have single-month and all-months- 
combined position limits that apply to contracts beyond the spot month. The exchanges had set 
all-months-combined limits in energy markets until 2001 and in metals markets earlier; however, 
those limits were replaced with position accountability regimes. 

When the CFTC set position limits in the past, the agency sought to ensure that the 
markets were made up of a broad group of participants with a diversity of views. At the core of 
our obligations is promoting market integrity, which the agency has historically interpreted to 
include ensuring that markets do not become too concentrated. 

Position Limits Rulemaking 

Position limits are a critical tool to ensure that a single trader does not accumulate an 
outsize position that could potentially affect integrity or liquidity in the marketplace. Position 
limits help protect markets both in times of clear skies and when there is a storm on the horizon. 
In 1981, the Commission said that “the capacity of any contract market to absorb the 
establishment and liquidation of large speculative positions in an orderly manner is related to the 
relative size of such positions, i.e., the capacity of the market is not unlimited.” 

Though the CFTC does not set or regulate prices, volatile prices for basic commodities 
highlight the importance of effective market oversight that ensures integrity and transparency. 
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Public Hearings on Speculation and the 2010 Position Limits Rulemaking 

In July and August 2009, the CFTC held three public meetings to gather input from the 
public and Members of Congress regarding position limits for energy markets. In January 2010, 
the Commission published a proposed rule to reestablish position limits on four energy contracts. 
In response to the proposal, the CFTC received more than 8,200 comments from the public. In 
March 2010, the Commission held an additional public meeting to consider the appropriateness 
of position limits in the metals markets. 

Following the passage of the Dodd-Frank Act, the CFTC withdrew that proposal in 
August 2010 with plans to re-propose pursuant to the new law’s specific requirements. To be 
properly informed during the Dodd-Frank position limits rule-writing process, the Commission 
and its staff reviewed the comments received in response to the January 2010 rulemaking as well 
as those received in response to the public meeting regarding metals markets. 

Final Rulemaking to Set Position Limits 

In the Dodd-Frank Act, Congress broadened the CFTC’s position limits authority to 
include aggregate position limits on certain swaps and certain linked contracts traded on foreign 
boards of trade, in addition to U.S. futures and options on futures. Congress also narrowed the 
exemptions from position limits by modifying the definition of a bona fide hedging transaction in 
physical commodities. 
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After reviewing more than 15,100 public comments, the CFTC finalized a position limits 
rule on October 1 8 implementing the important new Dodd-Frank authorities to prevent excessive 
speculation and manipulation in the derivatives markets. The rule is designed to ensure 
sufficient market liquidity for bona fide hedgers as well as to protect price discovery from 
disruption. The final rule establishes position limits for 28 physical commodity futures and 
options contracts and physical commodity swaps that are economically equivalent. It applies on 
an aggregate basis across different trading venues, including certain foreign exchanges, to 
contracts based on the same underlying commodity. 

The final rulemaking includes one position limits regime for the spot month and another 
regime for single-month and all-months combined limits. It will implement spot-month limits, 
which are currently set in agriculture, energy and metals markets, sooner than the single-month 
or all-months-combined limits. 

Spot-month and non-spot month legacy limits will be implemented 60 days after the 
CFTC, jointly with the SEC, further defines the term “swap.” Under the final rule, these limits 
will be implemented on an advanced schedule because they are based on current exchange spot- 
month limits and would be adjusted on a regular schedule, based on 25 percent of the underlying 
deliverable supply. 

Single-month and all-months-combined limits, which the Commission currently only sets 
for certain agricultural contracts, will be re-established in the energy and metals markets and 
extended to certain swaps. The Commission will set the limits following the collection of 

10 
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sufficient swaps positional data gathered under the CFTC’s recently adopted swaps large trader 
reporting rule. 

Consistent with the Dodd-Frank definition of “bona fide hedging,” the final rulemaking 
provides that, to qualify, a transaction or position must serve to mitigate a risk in the cash market 
for a physical commodity. To provide clarity, the Commission’s proposed rule provides a list of 
examples that may be classified as bona fide hedges. 

The final rulemaking establishes an enhanced reporting regime for traders who, in certain 
energy and metals contracts, hold positions that are below the position limits but above a 
specified number of net long or net short contracts. Once a trader crosses a position visibility 
level, the trader will be required to file quarterly reports to the CFTC that generally capture the 
trader’s physical and derivatives portfolio in the commodity. These reports will enhance the 
Commission’s surveillance abilities and increase transparency in the marketplace. 

International Coordination 

In addition to working on the position limits rule at home, we also have been actively 
coordinating with international regulators. In September, the International Organization of 
Securities Commissions (IOSCO) adopted a commodity markets report that embraces a position 
management regime. The report also includes recommendations for more transparency on the 
international side, similar to our COT reports, and a stronger anti-manipulation regime that adds 
authorities to police against attempted manipulation. 

11 
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Resources 

With the passage of the Dodd-Frank Act, the CFTC is taking on a significantly expanded 
scope and mission. As we continue to finalize rules, market participants will increasingly seek 
guidance from the CFTC, But only with sufficient funding will we be able to be as responsive to 
the public as we should be. 

The agency must be adequately resourced to assure the nation that new market rules will 
be strictly enforced - rules that promote transparent markets, lower costs for consumers and 
protect taxpayers. We need sufficient resources to put enough cops on the beat for the public’s 
protection. 

Closing 

Thank you, and I’d be happy to take questions. 


12 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt072487 PO 00000 Frm00115 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 







Ill 


VerDate Nov 24 2008 



10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm00117 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



112 


VerDate Nov 24 2008 



10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm00118 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 




113 



VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt072487 PO 00000 Frm00119 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 





114 



Commodity Futures Trading Commission 

Office of Public Affairs 

Three Lafayette Centre 
1155 21st Street, NW 
Washington, DC 20581 
www.cftc.gov 


Final Regulations on Position Limits for Futures and Swaps 


The Commodity Futures Trading Commission announced the approval for publication in the Federal Register of 
final regulations concerning limits on speculative positions in 28 selected physical commodity futures and swaps. 
The regulations implement section 737 of the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(Dodd-Frank Act). ^ 


iDodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act' 


On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection 
Act. Among other thingSj the Dodd-Frank Act amended the Commodity Exchange Act to: 

• Require the Commission to limit the amount of positions, other than bona fide hedging positions, that may 
be held by any person with respect to physical commodity futures and option contracts in exempt and 
agricultural commodities traded on or subject to the rules of a designated contract market (DCM), as 
appropriate. 

• Require the Commission to establish position limits, including aggregate position limits, for swaps that are 
economically eqviivalent to DCM contracts in exempt and agricultural commodities (collectively, 
“economically equivalent swaps”). Such Emits must be imposed simultaneously with limits on DCM 
contracts. 


Final Regulations on Position Limits 


The Commission’s final regulations call for; 

• Commission administered limits on speculative positions in 28 core physical commodity contracts and their 
“economicaEy equivalent” futures, options, and swaps (coUcctivcly “Referenced Contracts”). 

♦ Establishment of speculative limits on Referenced Contracts that will occur in t\s.’’o phases: 

o Spot-month position limits. Spot-month limits mltII be effective sixty days after the term “swap” is further 
defined under the Dodd-Frank Act. The Emits adopted at that time vM be based on the spot- 
month position Emit levels currently in place at DCMs. Thereafter, the spot-month Emits wiE be 
adjusted biennially for agricultural contracts and annually for energy and metal contracts. These 
subsequent Emits wiU be based on the Comnussion’s determination of deEverable supply (developed 
in consultation with DCMs). 

o Non-spot-month position limits (i.e.. Emits appEed to positions in all contract months combined or in a 
single contract month). For the nine “legacy” agricultural Referenced Contracts that currently are 
subject to Commission administered Emite, the new non-spot-month limits will go into effect sixty 
days after the term “swap” is further defined under the Dodd-Frank Act. These Emits will be set 

Commodity Futures Trading Commission ♦ Office of Public Affairs ♦ 202-418-5080 
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equal to the levels described in the final rulemaking. For all other Referenced Contracts (that 
currendy are not subject to Commissioa administered limits), the limits wHi be made effective by 
Commission order after the Commissioa has received one year of open interest data on physical 
commodity cleared and uncleared under die swaps large trader reporting rule. The non-spot- 
month limits will be adjusted biennially based on Referenced Contract open interest. 

• Spot-month position limit levels will be set generally at 25% of estimated deliverable supply. These spot- 
month limits will be applied separately for physicalndelivety Referenced Contracts and cash-settled 
Referenced Contracts in the same commodity. 

• Cash-setded NYMEX Henry Hub Natural Gas contracts, however, will be subject to a cash-setded spot- 
month position limit and an aggre^te limit (extending across positions in both physical-delivery and cash- 
setded natural gas contracts), each set at five-times die limit that applies to the physical-deEvery NYMEX 
Henry Hub Natural Gas contract. 

• Non-spot-month position limits (i.e., limits applied to positions in all contract months combined or in a 
single contract month) will be set using the 10/2.5 percent formula: 10 percent of the contract’s first 25,000 
of open interest and 2,5 percent thereafter. These limits will be reset biennially based on two years open 
interest data. 

• Open interest used in determining non-spot-month position limits will be the sum of futures open interest, 
cleared swaps open interest, and uncleared swaps open mter^t 

• Exemptions for bona fide hedging transactions based on the Dodd-Frank Act’s new requirements for such 
transactions. These exemptions have been broadened to include certain anticipated merchandising 
transactions, royalties, and service contracts in the final rulemaking to reflect concerns by commercial firms. 

• Exemptions for positions that are established in good faidi prior to the effective date of the initial limits 
established by the regulations. 

• Establishment of account aggregation standards consistent with the Commission’s current position limits 
a^regadon policy, including the Commission’s long-standing independent account controller exemption. 

• A position visibility reporting regime to assist the Commission in its surveillance program. 

• Acceptable practices for DCMs and swap execution facilities for setting position limits for the 28 
Referenced Contracts, as well as position limits or accountability rules in all ocher listed contracts, including 
excluded commodities. 
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Commodity Futures Trading Commission 

Office of Public Affairs 

Three Lafayette Centre 
1155 21st Street, NW 
Washington, DC 20581 
wvyw.cftc.gov 


Q & A — Position Limits for Futures and Swaps 


What is the goal of the final rulemaking? 


The final rulemaking establishes limits on speculative positions in 28 physical commodity futures conducts traded 
pursuant to the rules of a designated contract market f ‘DCM’^ as well as swaps that are economically equivalent to 
those contracts, as mandated by the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010. The 
final rulemaking on position limits will enable the CtMumission to meet its statutory responsibility to set such limits 
in order to prevent excessive speculation and manipulation while ensuring sufficient market liquidity for bona fide 
hedgers and protecting the price discovery process. 


[Which commodities are covered by the final regulations? 


The final rule establishes speculative position limits for 28 physical commodity fixtures contracts (“Core Referenced 
Futures Contracts”) as well as futures and svi^ps that are economically equivalent to those contracts (collectively 
‘Referenced Contracts”). 

The 28 Core Referenced Futures Contracts include the following contracts, by commodity categoiy: 

• Nine "legacy” agricultural contracts: (1) CBOT Com (C); (2) CBOT Oats (O); (3) CBOT Soybeans (S)i (4) 
CBOT Soybean Meal (SM); (5) CBOT Soybean Oil (BO); (6) CBOT Wheat (W); (7) ICE Futures U.S. 
Cotton No.2 (Cl); (8) KCBT Hard Winter Wheat (KW); and (9) MGEX Hard Red Spring Wheat (MWE), 

• Ten non-"legacy” agricultural contracts: (I) CME Class III Milk (DA); (2) CME Feeder Cattle (FQ; (3) 
CME Lean Hog (LH); (4) CME live Cattle (LC); (5) CBOT Rough Rice (RR); (6) ICE Futures U.S. Cocoa 
(CC); (7) ICE Futures U.S. Coffee C (KC); (8) ICE Futures U.S. FCOJ-A(OJ); (9) ICE Futures U.S. Sxxgar 
No. 11 (SB); and (10) ICE Futures U.S. Sugar No. 16 (SF). 

• Four energy contracts: (1) NYMEX Henry Hub Natural Gas (NG); (2) NYMEX light Sweet Crude Oil 
(CL); (3) NYMEX New York Harbor Gasoline Blendstock (RB); and (4) NYMEX New York Harbor 
Healing Oil (HO). 

• Five metal contracts: (1) COMEX Copper (HG); (2) COMEX Gold (GC); (3) COMEX Silver (SI), (4) 
NYMEX Palladium (PA); and (5) NYMEX Platinum (PL). 


How will the speculative limits be set? 


The final rules set forth two types of speculative limits: spot-month position Omits and non-spot-month position limits. Spot- 
month position limits apply in the period immediately before delivery obligations arc incurred for physical delivery 
contracts or a period immediately before contracts are liquidated by the clearinghouse based on a reference price for 
cash-setded contracts. The spot-month period is specific to each commodity contract, need not correspond to a 
month-long period, and may extend through the period when delivery obligations are incurred. • 

Commodity Futun ffairs ♦ 202-418-5080 
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Generally, spol-monlh position limits for Referenced Contracts \pill be set at 25% of estimated deliverable supply. 

These limits will be applied separately for positions in the phpical-<ielivery and all cash-setdcd Referenced 
Contracts combined. For example, a trader’s position in all cash-setdcd futures and swaps Referenced Contracts 
will be combined to determine whether the trader’s position in cash-settled Referenced Contracts is below the 
limits. 

The cash-setded NYMEX Henry Hub Natural Gas a>ntrads will be subject to a cash-settled spot-month position 
limit and an aggregate limit (extending across positions in botii physical-delivery and cash-setded natural gas 
contracts) set at five-rimes the limit that applies to the physkal-delivery NYMEX Henry Hub Natural Gas contract. 

The non-spot-month position limits apply to positions a trader may have in all contract months combined or in a single 
contract month. For each Referenced Contract, these lunits will be set at 10 percent of open interest in the first 
25,000 contracts and 2.5 percent thereafter. Open interest used in determining non-spot-month position limits will 
be based on futures open interest, cleared swaps open interest, and uncleared swaps open interest. 

Generally, initial non-spot-month position limits will be set by Commission order using one year of open interest 
data and biennially thereafter. 

The legacy agricultural contracts will be subject to non-spot-month limit levels that will be reset pursuant to future 
Commission rulemakings, consistent with the approach taken historically for establishing position limit s for such 
contracts. 


Iwhat makes a swap economically equivalent to a futures contract? 


For the purposes of these regulations, a swap contract may be economically equivalent to a futures contract when: 
(1) it is a “look-alike” contract (i.e., it setdes off of the Core Referenced Futures Contract or contracts that are based 
on the same commodity for the same delivery location as the Core Referenced Futures Contract); (2) it is a contract 
with a reference price based on only the combination of at least one Referenced Contract price and one or more 
prices in the same or substantially the same commodity as that underlying the relevant Core Referenced Futures 
Contract, pra\dded that such a contract is not a locational basis swap; (3) it is an intercommodity spread contract 
with two reference price components, one or both of which are based on Referenced Contracts; or (4) it is priced at 
a fixed differential to a Core Referenced Futures Contract. 


i Why do these regulations provide for visibility levels in addition to position limits? 


The final rule also requires quarterly position visibility reporting requirements for traders exceeding a non-spoc- 
month position visibility level in energy and metal Referenced Contracts. These position visibility reports proidde 
the Commission additional visibility into the physical and sw^s portfolios of the largest traders. These position 
visibiEty reports will provide the Commission with a better understanding of trading actiHty in the physical 
commodity futures and swaps markets, allowing the Commission to make future adjustments, as necessary, to the 
position limit framework in order to better achieve the statutory objectives of position limits. In addition, these 
reports will improve the Commission’s ability to enforce position limits. 


How many market participants will be affected by the final regulations? 


With respect to die spot-month position limits, the Commission estimates based on historical patterns that, on an annual 
basis, approximately 84 traders in legacy agricultural Core Referenced Futures Contracts, 50 traders m non-legacy 
agricultural Referenced Contracts, 85 traders in energy Referenced Contracts, and 12 traders in metal Referenced 
Contract would hold or control positions that could exceed these limits. 

Commodi^ Futures Trading Commission ♦ Office of Public Affairs ♦ 202-4 1 8-5080 
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^ch respect to die non-spot-month position limits^ the Cc»mnission estimates, on an annual basis, approximately 84 
traders in legacy agricultural Core Referenced Future Contracts, 80 traders in non-legacy agricultural Referenced 
Contracts, 10 traders in energy Referenced Contracte, and 25 traders in metal Referenced Contracts would hold or 
control positions that could exceed these limits. 

These estimates of traders with positions that may exceed spot-month or non-spot-month position limits do not 
take into account the number of traders that would be eligiMe for bona fide hedging or pre-existing position 
exemptions. 


How many entities will be required to make reports under these regulations? 


The Commission estimates that the final regulations may require reporting from approxiimtely six entities with 
respect to deliverable supply estimates, 2(K) traders with respect to bona fide hedging exemptions, 48 traders with 
respect to visibility level reporting, and 90 entities with respect to account aggregation applications. 


[Why is the Commission implementing position limits in two phases? 


The Dodd-Frank Act provides a timeframe for the Commission to establish position limits on exempt and 
a^cultural commodity derivatives. The formula for determining Referenced Contract position limits outside of the 
spot-month is based on the overall size of the physical commodity futures and swap markets, as measured by open 
interest. Determining the applicable limits using this formula requires swaps position data. 

Spot-month limits, in contrast, are based on estimates of deliverable supply, a measure of the size of the physical 
market underlying the futures and swap markets for a commodity. The Commission and DCMs currently estimate 
deliverable supply in determining existing DCM-administercd spot-month position limits. The Commission, 
therefore, can implement spot-month limits expeditiously in the initial phase while waiting to receive die necessary 
data to implement non-spot-month limits in the second phase after obtaining sVvaps open interest data. 


How will the regulations affect current Commission regulations? 


The regulations replace the Commission’s existing part 150 position limits regulations and amend regulation 1.3(2) 
to apply the bona fide hedging standard to excluded commodities. The proposed regulations retain, with certain 
modifications, current Commission position limits on legacy agricultural commodity DCM contracts. In addition to 
changing the size and scope of speculative position limits, the Commission has amended the scope of the bona fide 
hedging exemption, consistent with the definition of bona fiide hedging transactions in the new Commodity Exdiange 
Act. The Commission has also adopted a modified version of its existing account aggregation regulations, including 
the long-standing independent account controller exemption to aggregation. 
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Ban M. Berkovifz 
General Counsel 

Commodity Futures Trading Commission 
July 28, 2009 

POSITION LIMITS AND THE HEDGE EXEMPTION 
A BRIEF LEGISLATIVE HISTORY 

Today, I will provide a brief legislative history of the mandate in the CEA concerning 
position limits and the exemption from those limits for bona fide hedging transactions. 

Overview 

Since its enactment in 1936, the Commodity Exchange Act (CEA) has stated that 
“excessive speculation” in any commodity traded on a futures exchange “causing sudden or 
unreasonable fluctuations or unwarranted changes in the price of such commodity is an undue 
and unnecessary burden on interstate commerce” and has directed the Commodity Futures 
Trading Commission (CFTC) to establish such limits on trading “as the Commission finds are 
necessary to diminish, eliminate, or prevent such burden.” The basic statutory mandate in 
Section 4a of the CEA to establish position limits to prevent such burdens has remained 
unchanged over the past seven decades. 

Due to the increase in the number of commodities traded on the regulated futures 
exchanges, as well as changes in regulatory philosophy over the years, this mandate to establish 
position limits is currently being implemented in a variety of ways. The CFTC directly fixes the 
position limits for cotton, certain grain commodities, and the soybean complex; specifies 
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acceptable practices for the exchanges to establish position limits for other commodities; and 
also allows the exchanges to use “position accountability levels” rather than fixed position limits 
in months other than the spot month for commodities that meet certain liquidity requirements. ' 

Since its enactment in 1936, the CEA also has exempted “bona fide hedging transactions” 
from any such position limits established under the Act. Initially, the CEA defined the term 
“bona fide hedging transactions” solely in reference to transactions in the cash market for a 
commodity. Since 1974, however, the Act has provided the Commission with discretion to 
define the term, provided that the Commission’s definition enables producers, middlemen, and 
users of a commodity to hedge their legitimate anticipated business needs. 

Position Limits 

The enactment of the CEA of 1 936 and the direction in Section 4a for the Commission to 
establish position limits was the culmination of a fierce debate that had raged for nearly twenty 
years — ever since the collapse in grain prices following the end of the First World War — over 
whether the Federal Government should impose limits on the trading of futures contracts.^ The 
reasons for and purposes of Section 4a as it was enacted in 1936 are illuminated by examining 
not only the legislative history of the 1936 Act itself, but also the key aspects of the preceding 
twenty-year debate. 


‘ See 17 C.F.R. §130.5(2009). 

^ The debate over whether and how to control speculation in the U.S. grain markets can be traced back to the 
emergence of the organized markets for grain in the mid-IP* century. See 'William G. Ferris, The Grain Traders, 
The Story of the Chicago Board of Trade (Michigan State University Press, 1988). It was not until the First World 
W ar, however, that the Congress actually passed legislation imposing limits on speculation in a commodity market. 
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Food Control Act of 1917 

The first exercise of Federal authority to limit trading in the commodity futures markets 
occurred when the Congress enacted emergency legislation to stabilize the U.S. grain markets 
during the First World War. Under the Food Control Act of 1917 the trading in wheat futures 
was suspended and the U.S. Food Administration “secur[ed] a voluntary limitation” of 500,000 
bushels on the trading of futures contracts for com.^ After the war, Herbert Hoover, the 
wartime director of the U.S. Food Administration, testified that the limits on the trading of com 
futures were “well carried out and during that period there was no manipulation of the market 
and no substantial interference with the normal processes of the hedging market.”"* 

Future Trading Act of 1921 

Many farmers and others blamed speculators, particularly the short sellers, for the 
continued depression in grain prices after the war. Many of these farmers sought the re- 
imposition of limits on trading. A number of bills were introduced in the Congress to regulate 
the grain markets, and the issue of whether to impose limits on the amount of speculative trading 
was vigorously debated.* Herbert Hoover, as the former director of the U.S. Food 
Administration, testified that “my own inclination is to believe that as long as those speculative 
transactions are in comparatively small quantities they neutralize each other; it is only when a 
preponderant amount is handled by one hand that it can be made the instrument of 

^ Frank M. Surface, The Grain Trade During the World War (Macmillan, 1 928), at p. 224; Testimony of Herbert 
Hoover, Hearing Before the House Committee on Agriculture, Future Trading, 66* Cong., 3d Sess (Jan. 20, 1921), 
at pp. 895-923. 

‘'Id.,atp. 895. 

* Many bills to regulate the grain futures markets had been introduced and debated over the previous thirty years, but 
none had ever made it into law. In 1894 both the House and the Senate passed legislation that would have imposed 
a prohibitive tax on the trading of futures contracts. The bill died in the final days of the 52"“* Congress after the 
bill’s supporters were unable to muster a two-thirds majority in the House to suspend the rules to concur in the 
Senate version. See Cedric B. Cowing, Populists, Plungers, and Progressives (Princeton University Press, 1965), at 
p.2I. 
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manipulation.”® Hoover supported position limits, and proposed to give the power to limit the 
size of individual speculative traders to a regulatory board under the Secretary of Agriculture.’ 
The Secretary of Agriculture also supported regulation of the grain trade and limits on 
speculative trading.* 

On the other hand, grain merchants, the grain exchanges and others in the grain industry 
believed that any regulation of the futures markets, including the setting of position limits, was 
not only unnecessary but would be harmful to the trade. One merchant urged Congress to resist 
“the phantom hope that the depression [in grain prices] was manipulative and temporary and 
could be checked.”® The President of the Kansas City Board of Trade testified that “the 
organized grain exchange to-day is the most finely balanced commercial machine in America,” 
that it was “as nearly separated from a selfish interest as it is possible to imagine in any 
organization where the human agency is involved,” and that “any sort of legislation that is 
enacted will tend so greatly to reduce speculation as to make hedging a most difficult thing,”'® 

In May 1921, the House of Representatives passed a bill requiring commodity exchanges 
to impose limitations on speculative trading as a condition of designation as a contract market. 

* Testimony of Herbert Hoover, at pp. 900, 902. 

’ Hoover suggested a regulatory board “because there are more or less judicial questions to be determined.” He 
noted that “it is a very, very difficult thing to set down rightful trade practices or prohibitions of trade practices with 
precision, and warned that legislation “may lead to wholly unexpected difficulties if the act attempts to get precision 
and too little flexibility.” Id,, at p. 896 

^ Chester Morrill, Assistant Secretary of Agriculture, testified that the position limit provision in the House bill was 
included “as a result of suggestions made by the Secretary of Agriculture, “the thought being that the control of the 
market by speculative interests may occur through the volume of trading that may be concentrated in the hands of 
one person at one time, or, rather, not so much the volume of trading as the volume of open trades that may be 
concentrated in the hands of one person at one time, or, rather, not so much the volume of trading as the volume of 
open trades that may be concentrated.” Hearings Before the Senate Committee on Agriculture, 67’*' Cong., 1“ Sess., 
atpp. 17-18 (May 27, 1921). 

’ Testimony of Julius Barnes, Grain Exporter, Hearing Before the Senate Committee on Nutrition and Forestry, 
Future Trading in Grain, at p. 72 (May 31, 1921). 

Testimony of B.L. Hargis, President, Kansas City Board of Trade, 1921 Senate Hearing, at p. 239. 
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But the Senate rejected this proposal, and it was not included in the final bill that became the 
Future Trading Act in August 1921. 

The 1921 Act proved to be short-lived. It was successfully challenged by members of the 
Chicago Board of Trade when the Supreme Court, in Hill v. Wallace'^ declared Section 4 
unconstitutional as an improper use by Congress of its taxation power. Chief Justice Taft’s 
opinion, however, suggested that such legislation might pass constitutional muster under the 
interstate commerce clause.'^ 

Grain Futures Act of 1922 

Within days of the court’s decision, the Congress began the legislative process to remedy 
the constitutional defects identified by the Supreme Court. The Grain Futures Act of 1922 was 
nearly identical to the prior legislation, but, following the Supreme Court’s cue, was based upon 
the commerce clause rather than the taxation power. In Section 3 of the Grain Futures Act 
Congress found that “sudden or unreasonable fluctuations” in the price of these transactions in 
grain futures that “frequently occur as a result of speculation, manipulation, or control” are “an 
obstruction to and a burden on interstate commerce,” and thereby “render regulation imperative . 

. . in the national public interest.”'^ Like its unconstitutional predecessor, however, the Grain 
Futures Act of 1922 did not provide the Federal Government with any authority to impose limits 
on trading. 


" Hill V. Wallace, 259 U.S. 44 (1922). 

Chief Justice Taft’s opinion stated: “[S]ales for future delivery on the Board of Trade are not in and of themselves 
interstate commerce. They cannot come within the regulatory power of Congress as such, unless they are regarded 
by Congress, from the evidence before it, as directly interfering with interstate commerce so as to be an obstruction 
or a burden thereon.” 259 U.S., at 69. 

” Grain Futures Act of 1922, § 3. 

The basic regulatory framework established by the Grain Futures Act remains in effect today. The Act required 
all grain futures contracts to be traded on a designated contract market, and set forth the conditions that the Secretary 
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Congressional Debates and Studies. 1920s and 1930s 

The debate over position limits continued throughout the 1920s and into the 1930s, 
Senator Capper, one of the original sponsors of the legislation that became the Futures Trading 
Act, introduced bills in each of the Congresses from 1925-1931 to amend the Grain Futures Act 
to impose limits on the positions that could be held by a single trader. 

In 1926, as part of its comprehensive multi-year study of the grain markets, the Federal 
Trade Commission (FTC) concluded: 

The very large trader by himself may cause important fluctuations in the market. If he 
has the necessary resources, operations influenced by the idea that he has such power are 
bound to cause abnormal fluctuations in prices. Whether he is more often right than 
wrong and more often successful than unsuccessful, and whether influenced by a desire 
to manipulate or not, if he is large enough he can cause disturbances in the market which 
impair its proper functioning and are harmful to producers and consumers.’* 

The FTC recommended that limits be placed on trading, particularly on the amount of open 

interest that could be held by any one trader.’* 

The Department of Agriculture repeatedly urged the Congress to provide the Grain 

Futures Administration (GFA), which had been created by the Grain Futures Act, with the 

authority to impose position limits. In its study of the fluctuations in wheat prices during the 

early part of 1925, the GFA found that five large traders, each of whom were trading more than 


of Agriculture had to find were met in order to designate a board of trade as a contract market. Designation as a 
contract market was contingent upon a board of trade’s providing for the prevention of manipulative activity and the 
prevention of dissemination of false information, upon providing for certain types of recordkeeping and for 
admission into exchange membership of cooperative producer associations, and upon location of the contract market 
at a terminal cash maiket. The Act authorized a Commodity Exchange Commission (CEC), consisting of the 
Secretary of Agriculture, the Secretary of Commerce, and the Attorney General, to revoke the designation of any 
board of trade that failed to comply with these conditions. 

Report of the Federal Trade Commission on the Grain Trade, VoL Vn, Effects of Future Trading {\92€), at pp. 
293-4. 

The FTC stressed, “Limitation of the individual open interest is the most important point.” Id. The FTC also 
identified the need to exempt hedgers from the limits: “Any proposed limitation of the size of the open interest, of 
course, does not apply to hedges. As regards quantity, hedges are self-limiting.” The FTC also recommended 
reporting of large trades and Ae daily publication by the exchanges of volume and open interest. 
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two million bushels of grain, were responsible for “wide and erratic price fluctuations” in the 
wheat futures market. Although the GFA’s report emphasized the investigation “did not reveal 
any concentrated action for the deliberate purpose of manipulating the market,” it stated that 
most of the wide and erratic price fluctuations “were largely artificial and were caused primarily, 
either directly or indirectly, by heavy trading on the part of a limited number of professional 
speculators.” ” In the letter of transmittal to the Senate, the Secretary of Agriculture and the 
Chief of the GFA reported that the harmful effect that these five large traders had on grain prices 
demonstrated the “the need for the development of some plan of limiting excessive speculative 
transactions.”'® 

The 1926 Report was a pivotal development. Not only did it presage the distinction 
between manipulation and excessive speculation that survives in commodity regulation to this 
day,'* it also marked the beginning of a series of recommendations by the GFA to Congress that 
the law be amended to require limits on speculative trading.^® The finding in the 1926 study that 
trades in excess of two million bushels caused “wide and erratic” price fluctuations became the 


Fluctuations in Wheat Futures, 69* Cong., 1“ Sess., Senate Document No. 135 (June 28, 1926). 


" The FTC report drew a similar distinction. 

” For example, in 1931 Dr. J. W. T, Duvel, Chief of the GFA, testified as to his view of what constituted 
“excessive speculation”: 

[W]ith these large-scale operations you may have a thousand traders outside scattered all over the 
entire country who may be buying and selling, but yet an individual speculator may come and sell more 
than the entire thousand combined and do it all in one day. In other words, the individual speculator may 
be entirely right in his own judgment as to values .... yet he has no choice. . . . 

We find a great many cases where individual traders may do 8, 10, and sometimes 15 percent of 
the total day’s business. . . . We do not think that anybody is entitled to do 10 percent of the day’s 
business if it is to be a free and open world market 

When large traders come into the market and buy or sell four or five million bushels one day or 
two days, that is excessive speculation and serves no useful purposes. In fact, it is detrimental. That is the 
reason we favor some limitations. 

Dr, Duvel again recommended a position limit of two million bushels. Hearings Before the Senate Agriculture 
Committee, 71®' Cong., 3d Sess., at pp. 37, 42, 52 (February 10, 1931). See also Rodger R. Kaufman, Legislative 
History of the Commodity Exchange Act (November 1964), at p. 41 (unpublished manuscript). 
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basis for a number of proposals to establish a position limit of two million bushels, which 
eventually became the position limit for wheat that was established under the Commodity 
Exchange Act of 1936. 

Another key legacy of the QFA’s 1926 report, as well as the FTC’s report of that same 
year, is the identification of the concept that large speculative positions, even without 
manipulative intent, can cause “disturbances” and “wild and erratic” price fluctuations. Both 
reports recommended that limits on trading be imposed to prevent large speculative positions 
regardless of the trader’ s intent. 

Commodity Exchange Act of 1936 

The stock market crash that began in 1929, the Great Depression, and the election in 
1932 of Franklin Roosevelt as President brought significant new momentum to the efforts to 
impose speculative position limits on the trading of commodities. In 1934, President Roosevelt 
sent a formal message to the Congress recommending the regulation of the securities and 
commodities markets to protect investors, safeguard values, and prevent “destructive 
speculation”: 

It is my belief that exchanges for dealing in securities and commodities are 
necessary and of definite value to our commercial and agricultural life. Nevertheless, it 
should be our national policy to restrict, as far as possible, the use of these exchanges for 
purely speculative operations. 

I therefore recommend to the Congress the enactment of legislation providing for 
the regulation by the Federal Government of the operations of exchanges dealing in 
securities and commodities for the protection of investors, for the safeguarding of values, 
and so far as it may be possible, for the elimination of unnecessary, unwise, and 
destructive speculation.^' 


Reprinted in Report of the House Committee on Interstate and Foreign Commerce, Securities Exchange Bill of 
1934, H. Rep. No. 1383, 73d Cong., 2d Sess., at pp 1-2 (April 27, 1934). The Congressional findings in the 
Securities Exchange Act of 1934 and the Commodity Exchange Act of 1936 were very similar; both were modeled 
after the findings in Section 3 of the Grain Futures Act. In Section 2 of the Securities Exchange Act the Congress 
found that the prices of securities “are subject to manipulation and control, and the dissemination of such prices 
gives rise to excessive speculation.” It also found.- 

National emergencies, which produce widespread unemployment and the dislocation of trade, 
transportation, and industry, and which burden interstate commerce and adversely affect the general 
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After passing the Securities Act of 1933 and the Securities Exchange Act of 1934, the 
Congress considered legislation to strengthen the regulation of commodity markets, including 
whether to impose position limits on speculative trading in the futures markets for grain. Like 
the debates throughout the 1920s, opinions sharply differed as to whether regulation could better 
be accomplished by the exchanges rather than by a federal agency, whether speculators were to 
blame for depressing grain prices, and whether the imposition of limits on speculation would 
impair the ability of grain merchants and others in the grain business to hedge. By the mid- 
1930s, however, the tide of opinion had turned. In addition to the depression in farm prices, 
the inability of the exchanges and federal authorities to challenge the activities of a few 


welfare, are precipitated, intensified, and prolonged by manipulation and sudden and unreasonable 
fluctuations of security prices and by excessive speculation on such exchanges and markets, and to meet 
such emergencies the Federal Government is put to such great expense as to burden the national credit. 
SecuritiesExchange Actof 1934, June6, 1934, c. 404, Title I, § 2,48 Stat. 881. 

For example, the Chicago Board of Trade, testified that it “cannot accept under any circumstances in principle” 
any of the following: (1) limitations on speculation; (2) “The delegation of practically unlimited power to the 
Secretary of Agriculture, through rules and regulations to be promulgated as he sees fit;” (3) “The effort to put into 
effect a complete licensing system for the grain trade under the guise of registration;” and (4) special privileges for 
farm cooperatives. When asked why the Board of Trade supported delegation of virtually unlimited power to one of 
its own committees while at the same time objecting to die bill on the grounds that it delegated limited and defined 
authority to the Secretary of Agriculture, Mr. C.D. Sturtevant, testifying on behalf of the Board, stated, “We think 
we can do a better job.” Hearing Before the Senate Committee on Agriculture and Forestry, To Amend the Grain 
Futures Act, 74'*' Cong,, I®' Sess. (April 21, 1936), at p. 26. Senator Capper framed the issue: “I take it that your 
position ail hangs on this point, that you want the bo^d of trade to make all the rules and regulations governing the 
grain trade rather than an impartial agency of the Government that will function in the interest of all parties 
interested?” Id. , at p, 36. Siebel C. Harris, Vice President of the CBOT, sought to clarify that he had no objection 
to government regulation, but that die uncertainty in the market over what the government might do would be 
harmful to the market. “It is not my objection to what this Grain Futures Administration will do but it is the traders’ 
objection to what they think any commission may do.” Id. at p. 37. 

In 1932, President Hoover blamed short sellers for the price declines on the grain exchanges: 

It has come to my attention that certain persons are selling short in our commodity markets, particularly in 

wheat ... I refer to a limited number of speculators It has but one purpose, and tfiat is to depress 

prices. It tends to destroy returning public confidence. The intent is to take a profit from the losses of other 
people. Even though the effect is temporary, it deprives many farmers of their rightful income. If these 
gentlemen have that sense of patriotism that outruns immediate profit, and a desire to see their country 
recover, they will close these transactions and desist from their manipulations. 

William G. Ferris, The Grain Traders, The Story of the Chicago Board of Trade, at p. 195 (Michigan State 
University Press, 1988). 
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prominent large traders fiieled the reform movement, and the Congress finally provided a federal 

regulatory authority with the mandate and authority to establish and enforce limits on speculative 

trading?'* In Section 4a of the 1936 Act (CEA), the Congress found that excessive speculation in 

the commodity futures markets created an “undue and unnecessary burden” on interstate 

commerce and directed the Commodity Exchange Commission to establish such limits on 

trading “as the commission finds is necessaiy to diminish, eliminate, or prevent” such burdens: 

Sec. 4a. (1) Excessive speculation in any commodity' under contracts of sale of such 
commodity for future delivery made on or subject to the rules of contract markets causing 
sudden or unreasonable fluctuations or unwarranted changes in the price of such 
commodity, is an undue and unnecessary burden on interstate commerce in such 
commodity. For the purpose of diminishing, eliminating, or preventing such burden, the 
commission shall, from time to time, after due notice and opportunity for hearing, by 
order, proclaim and fix such limits on the amount of trading under contracts of sale of 
such commodity for future delivery on or subject to the rules of any contract market 
which may be done by any person as the commission finds is necessary to diminish, 
eliminate, or prevent such burden.^^ 

Congress exempted “bona fide hedging transactions” from any such limits. Congress 
statutorily defined a bona fide hedging transaction as sales or purchases of futures contracts that 
were offset by purchases or sales of the same cash commodity. 


” Perhaps the most notorious large trader during this period was Arthur Cutten. To avoid the GFA’s requirement to 
report positions in excess of 500,000 bushels of grain, Cutten established 32 separate accounts, with seven different 
firms, in the names of friends and relatives, in amounts up to a maximum of 495,000 bushels. On a number of 
occasions Cutten bought or sold several million bushels of wheat; at one point Cutten held a short position of about 
1 million bushels. In 1932, Cutten wrote, “The notion that I could buy or sell not more than 500,000 bushels 
without having my trades subjected to the scrutiny of government clerks was to me galling beyond my powers of 
expression.” Ferris, atp. 192. Cutten’s victory in the Supreme Court, rejecting the GFA’s attempt to bring an after- 
the-fact criminal prosecution against Cutten for manipulation, Wallace v. Cutten, 298 U.S. 229 (1936), spurred 
Congress to include a strengthened anti-manipulation provision in the Commodity Exchange Act so as to allow 
prosecutions for manipulation or attempted manipulation even after they have occurred. 

Commodity Exchange Act of 1936, P.L 74-675, 49 Stat. 1491, § 5. For an explanation of the Commodity 
Exchange Commission , see footnote 12. 

“ Section 4a(3) provided: 

(3) No order issued under paragraph (1) of this section shall apply to transactions which are shown to be 
bona fide hedging transactions. For the purposes of this paragraph, bona fide hedging transactions shall 
mean sales of any commodity for future delivery on or subject to the rules of any board of trade to the 
extent that such sales are offtet in quantity by the ownership or purchase of the same cash commodity or, 
conversely, purchases of any commodity for future delivery on or subject to the rules of any board of trade 
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Implementation of 1936 Act 

After the passage of the 1936 Act, the Commodity Exchange Commission held hearings 
and in December 1938 promulgated both position limits and trading limits for grains — at the 
time the definition of “grain” included wheat, com, oats, barley, flaxseed, grain sorghums, and 
rye.^^ The CEC imposed a “position limit” of two million bushels for any single grain futures 
contract, as well as for “all futures combined” for any one grain. At the same time, it imposed a 
“daily trading limit” of two million bushels on the amount of grain that any person could buy or 
sell in any one business day,^* 

The CEC established a federal position limit for cotton in August, 1940, and for soybeans 
in August 1951. The CEC also established limits for fats and oils, including soybean oil, in April 
1953, but later suspended the enforcement of those limits and subsequently revoked them in May 
1968. The CEC also established speculative limits on lard, onions, eggs, and potatoes. 


to the extent that such purchases are offset by sales of the same cash commodity. There shall be included in 
the amount of any commodity which may be hedged by any person - 

(A) the amount of such commodity such person is raising, or in good faith intends or expects to raise, 
within the next twelve months, on land (in the United States or its Territories) which such person owns or 
leases; 

(B) an amount of such commodity the sale of which for future delivery would be a reasonable hedge 
against the products or byproducts of such commodity owned or purchased by such person, or the purchase 
of which for future delivery would be a reasonable hedge against the sale of any product or byproduct of 
such commodity by such person. 

Id. 

3 Fed. Reg. 3145 (Dec. 24, 1938). 

The CEC’s new regulation established higher position limits and trading limits for “spreading in the same grain 
between markets.” The position limit for spread positions read as follows: 

To die extent that the net position held or controlled by any one person in all futures combined in any one 
grain or any one contract market is shown to represent spreading in the same grain between markets, the 
limit on net position in all fiitures combined set forth in paragraph 1 hereof [relating to position limits] may 
be exceeded on such contract market, but in no case shall the excess result in a net position of more than 
3,000,000 bushels in ail ftitures combined nor more than 2,000,000 bushels in any one future. 

The daily trading limit for spread trading was very similar. Id 

11 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 


Frm 00135 


Fmt 6601 


Sfmt 6601 


P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



130 


The establishment of position limits for these commodities under the CEA did not require 
the CEC to find that an undue burden on interstate commerce had actually occurred in order to 
establish position limits, and the CEC did not make any such findings as it implemented the 
statute. Rather, the statute enabled the CEC to establish position limits based upon its reasonable 
judgment that such limits were necessary to “diminish, eliminate, or prevent” the burdens on 
interstate commerce resulting from excessive speculation. Accordingly, the CEC imposed 
position limits on commodities without finding that an undue burden on interstate commerce had 
actually occurred. 

The CEC never established position limits for many of the agricultural commodities 
subject to its jurisdiction, such as butter, wool, wool tops, livestock, and livestock products. The 
Chicago Mercantile Exchange (CME) began trading pork belly futures in 1961, live cattle futures 
in 1964, and live hog futures in 1966. Even before those contracts were added in 1968 to the list 
of enumerated commodities subject to regulation under the CEA, the CME, acting under its own 
authority, established speculative limits for trading in those contracts. The existence of these 
exchange-set speculative limits helps explain why the CEC and the CFTC never set federal 
speculative limits for trading in livestock futures, and foreshadows a trend toward the use of 
exchange-set limits that would emerge in the 1980s. 

1968 Amendments 

The Salad Oil debacle of 1963 exposed ambiguity in the authority of the Commodity 
Exchange Authority to enforce its position limits.^” The 1936 provision spoke in terms of 

At the time the CFTC began operating in 1975, “various contract markets [had] voluntarily placed speculative 
position limits on 23 contracts involving 17 commodities.” 45 Fed. Reg. 79831 {Dec. 2, 1980). 

In the Salad Oil scandal, Anthony DeAngelis attempted to comer the soybean market, among other fraudulent 
activities. At one point, DeAngelis accounted for three quarters of the nation’s exports of soybean and cottonseed 
oil. As part of his scheme, DeAngelis filled tankers with water and topped off the tanks with soybean and 
cottonseed oil, falsely representing as collateral for loans that the tankers were filled with vegetable oil. Numerous 
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trading, not positions. In 1968, Congress responded by clarifying the law and amending the 
second and third sentences of Section 4a(l) to clarify the CEA’s authority to enforce position 
limits in addition to daily trading limits. 

1974 Amendments 

In 1974, Congress overhauled the CEA to remove the regulation of the futures markets 
from the Department of Agriculture and created the CFTC as an independent regulatory agency. 
It also expanded the CFTC’s regulatory authority to include futures contracts in any commodity, 
not just the enumerated agricultural commodities. At the same time as it expanded the scope of 
the CFTC’s authority, it reiterated the purpose of the Act to prevent fraud and manipulation and 
to control speculation: 

A fundamental purpose of the Commodity Exchange Act is to insure fair practice and 
honest dealing on the commodity exchanges and to provide a measure of control over 
those forms of speculative activity which too often demoralize markets to the injury of 
producers and consumers and the exchanges themselves.^’ 

The addition of many new commodities to the CFTC’s jurisdiction presented the new 
agency with the question of how to determine the speculative position limits for all of these 
additional commodities. As a first step, it chose to retain the limits for the agricultural 
commodities that previously had been established by the CEC.^^ 

In August 1975, the CFTC initiated an advisory committee program to advise it on how it 
should perform its duties in view of the recent amendments to the CEA. As part of this advisory 
program, the CFTC formed an Advisory Committee on the Economic Role of Contract Markets. 

lawsuits ensued once the fraud was discovered and about 16 firms were bankrupted by the scandal. The Man Who 
Fooled Everybocfy, Time, June 4, 1965. 

’’ S. Rep. No. 93-1131, 93"' Cong., 2d Sess. (1974). 

” In 1987, the CFTC imposed position limits for soybean oil and soybean meal contracts at the request of the 
Chicago Board of Trade. 

\ 
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In 1 976, this Committee held eight meetings on its own, as well as several joint public hearings 
with the CFTC, on the issues of speculative trading, the definition of hedging, and delivery 
points. The Advisory Committee found that speculative position limits were of limited 
usefulness, and recommended they be “supplanted by an improved monitoring and surveillance 
program designed to achieve orderly liquidation of expiring contract months.”^^ 

In 1977, following its own study of the issue, the CFTC’s Office of the Chief Economist 
(OCE) arrived at different conclusions and recommendations. The OCE study found that, “Other 
things equal, sufficiently large positions and trades can become a perceptible market factor.”’"' It 
therefore recommended position limits in those markets “where the characteristics of the 
commodity, its marketing system, and the contract lend themselves to undue influence from 
large speculative positions,” and that the purpose of such limits would be to “curtail 
extraordinary speculative positions which are not offset by comparable commercial positions.”” 

Exchange-Set Limits 

In 1979 the CFTC repealed all daily trading limits, but one year later, in the aftermath of 
the manipulation of the silver market by the Hunt brothers, it rejected the Advisory Committee’s 
recommendations that position limits be replaced by a flexible monitoring and surveillance 
system. In the Notice of Proposed Rulemaking to require exchanges to set position limits for all 
futures contracts not subject to Commission-imposed limits, the CFTC articulated the need for 
and purpose of position limits: 


“ Report of the Commodity Futures Trading Commission Advisory Committee on the Economic Role of Contract 
Markets, at 7 (July 17, 1976). 

” Speculative Limits, staff paper prepared by the CFTC Office of Chief Economist, cited at 45 Fed. Reg. 79831, at 
79832 (Dec, 2, 1980). 
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Recent activity in the silver maricets, however, has caused the Commission to 
reconsider the intended purpose of speculative limits and the markets in which limits 
might serve that purpose. In silver, extraordinarily large futures positions were held by a 
few speculative accounts and may have contributed to the rapid rise and subsequent 
collapse in the price of that commodity. Further, the concentration of disproportionately 
large numbers of futures contracts in the hands of one group of speculators was 
responsible for certain adverse consequences arising from the collapse in the silver 
market. Had limits on the amount of total open commitments which any trader or group 
can own or control been in effect, such occurrences may have been prevented. 

More generally, the Commission believes that a trader’s net position has a 
continued effect on price, and if sufficiently large can become a perceptible market 
factor. In this context, the Commission observes that speculative position limits serve to 
decrease the potential for positions to influence the general price level. Moreover, by 
limiting the ability of one person or group of persons to obtain extraordinarily large 
positions, speculative limits diminish the possibility of accentuating price swings if large 
positions must be liquidated sharply in the face of adverse price movements or for other 
reasons.^* 

In promulgating the final rule, the Commission addressed comments submitted in 
opposition to the rule, including comments raising questions whether the Commission “had 
demonstrated that speculative limits provided necessary market protection,” “whether such price 
movements could in any event be prevented by the imposition of such limits,” and whether the 
proposed rule was appropriate “for markets with broad dependable deliverable supplies and was 
premised on recent events in the silver market.”^’ 

In response, the Commission reiterated the findings in the notice of proposed rulemaking 
as to the need for position limits: 

As stated in the proposal, the prevention of large and/or abrupt price movements 
which are attributable to extraordinarily large speculative positions is a Congressionally 
endorsed regulatory objective of the Commission. Further, it is the Commission’s view 
that this objective is enhanced by speculative position limits since it appears that the 
capacity of any contract market to absorb the establishment and liquidation of large 
speculative positions in an orderly manner is related to the relative size of such positions, 
i.e., the capacity of the market is not unlimited.^* 


“ 45 Fed. Reg. 79831, at 79833 (Dec. 2, 1980). 
” 46 Fed. Reg. 50938 (Oct.l6, 1981). 
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The Commission dismissed the general objections regarding the effectiveness and need 
for position limits: 

The Commission believes that the observations concerning the general 
desirability of limits are contrary to Congressional findings in sections 3 and 4a of the 
Act and considerable years of Federal and contract market regulatory experience.^’ 

In this rulemaking, the Commission adopted Rule 1.61 (now Rule 150.5), which required 

exchanges to have position limits for all commodities that did not have Commission-set limits. 

In 1982, Congress ratified the CFTC’s regulatory policy by enacting Section 4a(e), which 

stated that nothing in the CEA prohibited the exchanges from establishing positions limits 

themselves, provided that such limits are not higher than any limits the Commission may have 

established.’’ 

Position Accountability 

In January 1992, the CFTC approved the CME’s request for an exemption from the 
requirement to establish position limits for all commodities and instead permitted the CME to 
establish “position accountability” for certain financial contracts traded on the CME.” Position 
accountability permitted exchanges to substitute accountability standards in lieu of position limit 
rules for both futures and options on futures contracts on three-month Eurodollars and several 
foreign currencies. The CFTC cited the continued growth in the depth and liquidity of futures 
and option contracts on foreign currencies and in certain financial futures or options contracts. 


7 U.S.C. § 6a(e) (2008). The Commission has continued to apply regulatory requirements and provide guidance 
for the exchanges on exchange-set position limits. In 1992, the Commission required position limits to be adjusted 
to reflect increases in the size of a contract’s open interest. The 1992 formula has generally been incorporated into 
the Commission’s regulations in 17 C.F.R. 150.5(c) (2009). 

See 56 Fed. Reg. 51687 (Oct. 15, 1991) (Notice of proposed exchange rule changes; request for comments). 


16 


i 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00140 Fmt 6601 Sfmt 6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



135 


and noted that this continuing growth had “implications” calling into question the need for 
position limits, as traditionally structured, in those markets. 

Initially, the CFTC stated that the position accountability program would apply to three 
categories of financial instruments: (1) futures contracts on foreign currencies and options 
thereon; (2) futures contracts and options thereon on “certain financial instruments which exhibit 
the highest degree of liquidity in both the futures and cash markets,” and (3) financial 
instruments “having a highly liquid futures or cash market, but not of the same magnitude as 
those in the highest class.”^^ For futures contracts and options on financial instruments that 
exhibit the highest degree of liquidity in both the futures and cash markets, and which are readily 
arbitraged, the CFTC required that any exemption deleting an absolute position limit should 
include a level that would trigger distinct reporting requirements by a trader at the request of the 
applicable exchange. And, for contract markets on financial instruments having a highly liquid 
futures or cash market, but not of the same magnitude as those in the highest class, the CFTC 
permitted exemptions from the absolute, fixed limit standard on very large speculative positions 
but stated that the exchanges should include, in addition to the specified reporting requirements, 
a rule providing for the automatic consent of the trader, when so ordered by the exchange acting 
in its discretion, not to increase further those positions which exceed the triggering level. 
Consistent with the CME accountability program, later in 1992, the CFTC approved similar 
position accountability programs for the Finex Division of the New York Cotton Exchange for 
its futures and options contract in the U.S. Dollar Index, and Chicago Board of Trade for several 
of its futures and option contracts on financial instruments. 

Six months later, the CFTC determined it would grant additional exemptions from the 
requirement to establish position limits, in order to permit the use of position accountability for 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00141 Fmt 6601 Sf ml 6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



136 


trading in energy commodity contracts.'*^ In June 1992, the CFTC stated that exchanges would 
be permitted to substitute for position limits a position accountability rule meeting specified 
criteria for the non-spot months of futures and option contracts on certain metals and energy 
products. The Commission stated it “notes that certain of these metals and energy contracts 
generally are characterized by a high degree of liquidity, at least equivalent to, and in some cases 
greater than, certain of the financial futures and options contracts which the Commission would 
exempt [from the requirement to set position limits].” The standards for this category of 
exemptions required the exchange to include a reporting requirement at a specified triggering 
level and the authority to order a trader whose position exceeds the triggering level to halt further 
increases in the position. The CFTC also stated that, for physical commodities, this exemption 
from position limits would be appropriate only for the deferred trading months, and spot-month 
limits would continue to apply. 

In 1999, the Commission formally recognized the practice of accountability by 
promulgating a rule that specifically allowed exchanges to establish position accountability 
levels, under certain conditions, rather than continue to permit position accountability through 
the exemptive process. The 1999 rule allowed exchanges to submit a position accountability rule 
rather than a numerical limit in circumstances in which a contract had been listed for trading for 
at least 12 months and met certain open interest and volume thresholds.” The rule also provided 
that the exchanges could not use position accountability levels for the spot month; the exchanges 
were still bound by the regulatory requirement to set numerical spot month position limits at a 
level no greater than one-quarter of the estimated spot month deliverable supply. 


'•’ See Speculative Position Limits — ^Exemptions from Commission Rule 1 ,61, 57 Fed. Reg, 29064 (June 30, 1992), 
" 17C.F.R, 150.5(e) (2009). 
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Commodity Futures Modernization Act of 2000 fCFMAI 

In the Commodity Futures Modernization Act of 2000 (CFMA), the Congress expressly 
authorized the use of position accountability as an alternative means to limit speculative 
positions. Among the “core principles” enacted as part of the CFMA, Designated Core Principle 
5 addresses position limitations and accountability: “To reduce the potential threat of market 
manipulation or congestion, especially during trading in the delivery month, the board of trade 
shall adopt position limitations or position accountability for speculators, where necessary and 
appropriate. 

Pursuant to the CFMA, the CFTC adopted its Part 38 regulations to apply the new core 
principle regime to designated contract markets. In Appendix B to its Part 38 regulations, the 
CFTC provided guidance as to “acceptable practices” for the exchanges to be in compliance with 
the various core principles. The Part 38, Appendix B guidance for Core Principle 5, “Position 
Limitations or Accountability,” states: 

In order to diminish potential problems arising from excessively large speculative 
positions, and to facilitate orderly liquidation of expiring futures contracts, markets may 
need to set limits on traders’ positions for certain commodities.''^ 

The acceptable practices provide that spot-month limits should be adopted for markets 

based on commodities having more limited deliverable supplies or where otherwise necessary to 

minimize the susceptibility of the market to manipulation or price distortion. The guidance also 

allows markets to provide for position accountability rather than position limits “for contracts on 

financial instruments, intangible commodities, or certain tangible commodities. Markets 

appropriate for position accountability rules include those with large open-interest, high daily 

7 U.S.C, §7(d)(3) (2009). 

“ 17 C.F.R. Part 38, Appendix B (2009). 

19 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00143 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



138 


VerDate Nov 24 2008 


trading volumes and liquid cash markets.”'^^ The guidance also provides that contract markets 
could elect not to provide all-raonths-combined and non-spot individual month limits/^ In 
addition, under Part 38, the existing provisions governing the establishment of exchange-set 
speculative position limits contained in Rule 150.5 could continue to serve as acceptable 
practices. 

The CFMA also amended Section 3 of the CEA so as to remove the language pertaining 
to the burdens on interstate commerce that arise from manipulation, excessive speculation and 
control that originally had been included in 1922 to provide a constitutional grounding for the 
Act in the commerce clause. The CFMA did not alter, however, the Commission’s mandate in 
Section 4a to establish position limits as it finds are necessary to prevent such undue burdens on 
interstate commerce. Hence, although the CFMA did not include in the core principles an 
explicit direction that the exchanges must apply position limits or accountability as necessary to 


The Part 38 “Acceptable Practices” for Core Principle 5 states, in part: 

(1) In order to diminish potential problems ^sing from excessively large speculative positions, and to 

facilitate orderly liquidation of expiring futures contracts, markets may need to set limits on traders’ 
positions in certain commodities 

(2) Provisions concerning speculative position limits are set forth in part 1 50. In general, position limits 
are not necessary for markets where the threat of excessive speculation or manipulation is nonexistent 
or low. Thus, contract markets do not need to adopt speculative position limits for futures markets on 
major foreign currencies, contracts based on certain financial instruments having very liquid and deep 
underlying cash markets, and contracts specifying cash settlement where the potential for distortion of 
such price is negligible. . . . 

(3) A contract market may provide for position accountability provisions in lieu of position limits for 
contracts on financial instruments, intangible commodities, or certain tangible commodities. Markets 
appropriate for position accountability rules include those with large open interest, high daily trading 
volumes and liquid cash markets. 

(4) Spot-month limits should be adopted for markets based on commodities having more limited 
deliverable supplies or where otherwise necesszuy to minimize the susceptibility of the market to 
manipulation or price distortions. The level of the spot limit for physical-delivery markets should be 
based upon an ^alysis of deliverable supplies and the history of spot-month liquidations. Spot-month 
limits for physical-delivery markets are appropriately set at no more than 25 percent of the estimated 
deliverable supply. . . . Markets may elect not to provide all months-combined and non-spot month 
limits. 

17 C.F.R. Part 38, Appendix B. 
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prevent the undue burdens of excessive speculation, at the same time it retained the 
Commission’s explicit responsibility to establish such limits. 

The CFTC Reauthorization Act of 2008 contained two provisions regarding speculative 
limits. It amended CEA Section 4a(e) to give the CFTC enforcement authority over rules 
certified by exchanges. It also added core principle language regarding position limitations and 
accountability for derivatives transaction execution facilities.'*^ 

Bona Fide Hedge Exemption 

Since it first directed the Commission to establish position limits in 1936, Congress has 
made it clear that such position limits should not apply to the legitimate use of the futures 
markets by commodity producers, merchants, or end-users to price their goods efficiently or to 
manage their price risks. Section 4a provided a hedge exemption, but narrowly defined bona fide 
hedging as sales or purchases of futures contracts that were offset by purchases or sales of the 
same cash commodity. 

Legislative and Regulatory Developments: 1956-1974 

By the mid-1950s, there was concern that the statutory hedge exemption criteria were too 
restrictive. In 1956, Congress responded by permitting anticipatory hedging. Congress acted 
again when in the early 1970s concerns were again raised that speculative limit exemptions 
continued to be too restrictive. Congress responded to these concerns in the Commodity Futures 
Trading Act of 1974. First, it expanded the CFTC’s exemptive authority by directing the CFTC 
to treat arbitrage in the same manner as spreads or straddles. Second, because the definition of 
commodity under the CEA was expanded by the 1974 Act beyond agricultural commodities. 
Congress was concerned that statutory definition failed to take into account the risk-shifting 
needs that were emerging at that time. Accordingly, Section 4a(3) was repealed, and the CFTC 
® See 7 U.S.C. §2(h)(7) (2009). 

21 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00145 Fmt 6601 Sfmt 6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



140 


was given broad administrative authority to define the type of activity that constituted bona fide 
hedging, subject only to the conditions that any such definition be “consistent with the purposes 
of the Act” and that “such terms may be defined to permit producers, purchasers, sellers, 
middlemen, and users of a commodity or a product derived therefrom to hedge their legitimate 
anticipated business needs 

In 1977, following up on the recommendations of the Advisory Committee on the 
Economic Role of Contract Markets, the CFTC fashioned a definition of hedging and a process 
for granting hedge exemptions that remains in place today. This definition is found in Rule 
1 .3(z) of the Commission’s regulations.^’ 

Futures Trading Act of 1986 

By the early- 1980s, however, new questions concerning the CFTC’s hedge exemption 
standards emerged. As Congress considered what eventually became the Futures Trading Act of 
1986, the House Agriculture Committee urged the CFTC to consider expanding the hedge 


^°7U.S.C. §4a(c) (2009). 

This rule contains three parts. First is a general description of transactions or positions which the Commission 
considers to be bona fide hedging under economically appropriate circumstances, and specifies that no transaction or 
position shall be classified as bona fide hedging for purposes of exceeding federal speculative limits unless, among 
other requirements, it can be established and liquidated in an orderly manner. The first part states that an entity may 
hedge inventory or fixed price sales or purchases without prior approval of the Commission, but must file monthly 
reports with the agency for positions in excess of Ae position limits. 

The second part, “Enumerated Hedging Transactions,” specifies one of the two other types of transactions 
that may qualify for the exemption, but that require prior Commission approval. Section 1 .3(z)(2) states that a bona 
fide hedge exemption may be granted for purchases or sales for future delivery of unsold anticipated production or 
unfilled anticipated requirements. Hie various types of such anticipatory hedges are “enumerated” in this 
subsection. 

The third part of the definition — the “non-enumerated” cases — provides that for purposes of exemptions 
from federal speculative limits the Commission may recognize as bona fide hedging purchases or sales other than 
those enumerated in the second part of the definition. This is intended to avoid the very type of inflexibility that 
Congress sought to avoid by deleting CEA §4a(3) and giving the Commission regulatory authority. It requires 
persons requesting permission to classify transactions as hedging to provide the Commission with evidence that such 
transactions meet the requirements of the general definition in Regulation 1 .3(z)(l) and permits the Commission to 
specify any conditions it deems necessary to assure the positions are consistent with orderly markets and other 
requirements of the CEA. 

17C.F.R§i.3(z) (2009). 
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exemption to include financial firms using the futures markets to manage various types of 
financial risks. The report of the Senate Committee on Agriculture, Nutrition and Forestry 
noted the then-current definition of a bona fide hedge transaction “may not cover certain 
important new uses of financial futures and options by institutional investors.” The report urged 
the Commission to review its practices to ensure they were “consistent with the legitimate needs 
and practices of the industry.”^^ The Committee determined, however, that statutory changes 
were not necessary: 

The Committee agrees that the Act provides the Commission with the power to make any 
needed revisions in the hedging definition and that no statutory changes are needed for 
this purpose. The only limit section 4a(3) places [on] the Commission’s power to define 
hedging is that the definition must be consistent with the purposes of the Act. In this 
context, a principal purpose of the Act, as set forth in section 4a(l), is that of preventing 
excessive speculation which causes sudden or unreasonable fluctuations or unwarranted 
changes in commodity prices. Within this broad parameter, the Commission clearly has 
the necessary power, as well as the responsibility, to define hedging in a way that is 
consistent with the current needs and practices of the industry.*^ 

Although the Committees urged Congress to review the definition of a bona fide hedge 

transaction, Congress chose not to amend the statute, instead leaving the CFTC with discretion to 

determine the contours of the bona fide hedge exemption. 

There have been no further changes to the statutory provisions regarding bona fide 

hedging. Although the Commission has issued a number of interpretations to its regulatory 

definition, and has proposed a new risk management exemption on several occasions, these 

interpretations and proposals have not been directed by the Congress, but rather have occurred as 

a result of the Commission’s application of the statute. 


“ H. Rept. 624, 99* Cong., 2d. Sess., at 45-6 (1986). 
” S. Rept. 291, 99* Cong,, 2d. Sess., at21-2 (1986). 
“H.atp. 22. 


23 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00147 


Fmt 6601 


Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



142 


Application of Bona Fide Hedge Exemption to Risk Management Activities 

In 1987, the CFTC issued a statement clarifying its interpretation of its bona fide hedging 
rule. The CFTC stated that various users and potential users of financial futures had expressed 
concern that the link to transactions in the physical commodity markets is overly restrictive and 
precludes the classification as hedging of numerous strategies that are otherwise risk reducing/^ 
The CFTC explained that the definition should not be construed to apply only to firms using 
futures contracts to reduce their exposure to risks in the cash market. It stated that the 
Commission’s original intent in promulgating the definition of a bona fide hedge was to provide 
a general definition to describe the broad scope of risk-shifting transactions that may be possible 
in the diverse types of futures contracts now under regulation. The CFTC concluded that to 
qualify as a bona fide hedge, a transaction in the futures market did not need to be a temporary 
substitute for a later transaction in the cash market, but also included all balance sheet and other 
trading strategies that are risk reducing and otherwise consistent with this interpretation. 

Several months later, the CFTC issued a new interpretation of its definition of bona fide 
hedge transactions to permit exchanges to grant hedge exemptions for various risk management 
transactions. The CFTC stated that the exemption of certain risk-management positions from 
exchange speculative limits would be consistent with the objectives of the hedge exemption. The 
CFTC explained that it adopted this broader view of the hedge exemption so that any futures or 
option positions involved in such risk reducing strategies currently would be eligible for 
exemption from exchange speculative limits pursuant to exchange rules. The CFTC specified 
that such exemptions be granted on a case-by-case basis, subject to a demonstrated request and 
showing by the applicant of the need for the exemption. The CFTC also required that applicants 
for such risk management exemptions be typically engaged in buying, selling or holding cash 

“ See Clarification of Certain Aspects of the Hedging Definition, 52 Fed. Reg. 27195 (July 20, 1987). 
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market instruments. Additionally, the CFTC required the exchanges to monitor the exemptions 
it granted to ensure that any positions held under the exemption did not result in any large futures 
or options position that could disrupt the relevant futures market. 

In accordance with the 1987 clarification and the following interpretation, in 1991 the 
Commission staff granted a bona fide hedge exemption to a swap dealer who was seeking to 
manage price risk on its books as a result of swaps it planned to enter into with various investors 
seeking exposure to commodity indexes. Similar hedge exemptions were subsequently granted 
in other cases where the futures positions offset risks related to swaps or similar OTC positions 
involving both individual commodities and commodity indexes. These exemptions have been 
subject to specific conditions to protect the market, including: (1) the futures positions must 
offset specific price risk; (2) the dollar value of the futures positions must be no greater than the 
dollar value of the underlying risk; and (3) the futures positions must not be carried into the spot 
month. 

Although the CFTC staff has granted several hedge exemptions to a number of swap 
dealers for their commodity index-related swaps, it has determined that it was not appropriate to 
grant such exemptions to exchange traded funds (ETFs) for their investments in futures contracts 
to ensure that the net asset value of the fund tracked the commodity index upon which the fund 
was based. On two occasions, however, the CFTC staff determined it was appropriate to provide 
no-action relief from the position limits for agricultural commodities to the managers of index- 
based funds. In 2006, the CFTC staff issued a letter stating that it would not enforce the position 


“ See Risk Management Exemptions From Speculative Position Limits Approved Under Commission Regulation 
1 .61, 52 Fed. Reg. 34633 (Sept. 14. 1987). 
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limits with respect to Deutsche Bank’s operation of a commodity-related ETF.^^ Later that year 
it provided similar relief to another firm.^* 

The topic of hedge exemptions continues to be a major topic of interest to the CFTC. In 
November 2007, the CFTC proposed to amend its regulations to create a new type of exemption 
from the standard position limits.’’ Called a “risk management exemption,” it would permit 
ETF managers to apply for permission to exceed established position limits, rather than have to 
continue to rely upon no-action letters. The CFTC noted that the last substantive changes to its 
position limits had been made in 1991, and the intervening 16 years have seen significant 
changes in trading patterns and practices in derivatives markets. The proposed risk management 
exemption would have allowed an exemption from position limits for: (1) intermediaries, such as 
index funds, who pass price risks on to their customers; and (2) pension funds and other 
institutional investors seeking to diversify risks in portfolios by including an allocation to 
commodity exposure. This proposed rulemaking was withdrawn in 2008.’° 

In September 2008, the CFTC released a Staff Report on Commodity Swap Dealers and 
Index Traders with Commission Recommendations, which included several preliminary 
recommendations. One such recommendation directed CFTC staff to develop an advance notice 
of proposed rulemaking to review whether to eliminate the bona fide hedge exemption for swap 
dealers and replace it with a limited risk management exemption that is conditioned upon, among 
other things, an obligation to report to the CFTC and applicable self-regulatory organizations 
when certain noncommercial swap clients reach a certain position level and/or a certification that 

” CFTC Letter 06-09 (May 5, 2006). 

CFTC Letter 06-19 (Sept. 6, 2006). 

72 Fed. Reg. 66097 (Nov. 27, 2007). 

“ 73 Fed. Reg, 32260 (June 6, 2008). 

26 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00150 Fmt6601 Sfmt6601 


P:\DOCS\72487.TXT SAFFAIRS 


PsN: PAT 



145 


none of a swap dealer's noncommercial swap clients exceed specified position limits in related 
exchange-regulated commodities. In March 2009, the CFTC published a concept release on 
whether to eliminate the bona fide hedge exemption for certain swap dealers and create a new 
limited risk management exemption from position limits.*' 


74 Fed. Reg, 12282 (March 24, 2009). 
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EXCESSIVE SPECULATION 
IN THE NATURAL GAS MARKET 

JUNE 25, 2007 


I. EXECUTIVE SUMMARY 

Since 2001, the U.S. Senate Permanent Subcommittee on 
Investigations (“the Subcommittee”) has been examining the structure 
and operation of U.S. energy markets. In June 2006, the Subcommittee 
issued a bipartisan staff report, The Role of Market Speculation in Rising 
Oil and Gas Prices: A Need to Put the Cop Back on the Beat, ' analyzing 
the extent to which the increasing amount of financial speculation in 
energy markets has contributed to the steep rise in energy prices over the 
past few years. The report concluded: “Speculation has contributed to 
rising U.S. energy prices,” but also that “gaps in available market data” 
made quantification of the speculative component problematic,^ The 
report endorsed the estimate of various analysts that the influx of 
speculative investments into crude oil futures accounted for 
approximately $20 of the then-prevailing crude oil price of 
approximately $70 per barrel. The report’s analysis was based entirely 
on publicly available data about the overall level of financial 
investments in energy markets and publicly available data on energy 
prices and supplies. 

The Subcommittee’s staff report recommended that the 
Commodity Futures Trading Commission (“CFTC”) be provided with 
the same authority to regulate and monitor electronic energy exchanges, 
such as the Intercontinental Exchange (“ICE”), as it has with respect to 
the fully regulated futures markets, such as the New York Mercantile 
Exchange (“NYMEX”), to ensure that excessive speculation did not 
adversely affect the availability and affordability of vital energy 
commodities through unwarranted price increases. Congress has not 
taken any action since then to authorize CFTC oversight of unregulated 
energy markets like ICE. 

Shortly after the Subcommittee issued the report in 2006, the 
natural gas market entered a period of extreme price volatility 
punctuated by the collapse in September 2006 of Amaranth Advisors 
LLC (“Amaranth”), one of the largest hedge funds in the natural gas 
market. From the last week in August until the middle of September 
2006, Amaranth’s natural gas positions lost over $2 billion in value, 
precipitating the liquidation of the entire portfolio of the $8 billion fund. 


' S. Prt. 109-65, lOS* Congress, 2"'* Session (June 27, 2006). 
^ Id., at p. 6. 
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In late summer, natural gas prices began falling. For example, the 
price of the NYMEX futures contract to deliver natural gas in October 
2006 fell from a high of $8.45 per MMBtu in late July to just under 
$4.80 per MMBtu in September, the lowest level for that contract in two 
and one-half years. The difference in price between the NYMEX 
natural gas futures contract for March 2007 and for April 2007 - called 
the price spread - fell from a high of nearly $2.50 per MMBtu in July to 
less than 60 cents in September, a drop of 75 percent. The price for the 
immediate delivery of natural gas, called the spot price, fell from $7.49 
per MMBtu in late August to S3.66 per MMBtu in early October, the 
lowest level in four years.^ The Electric Power Research Institute 
described this price collapse as “stunning . . . one of the steepest 
declines ever.”^ 

Throughout this period, the market fundamentals of supply and 
demand were largely unchanged. Natural gas supplies were plentiful, 
and the amount of natural gas in storage remained higher than average 
throughout the summer and into the early fall. The large price variations 
in the face of steady supply and demand trends raises several questions: 
If the underlying supply and demand factors were unchanged, what was 
causing the large price swings? To what extent was the collapse of 
Amaranth related to the fall in prices? If Amaranth’s collapse either 
caused or accelerated the price drops, then were Amaranth’s positions 
responsible for the higher prices and large spreads that prevailed 
throughout the summer? Was there adequate market oversight to ensure 
that large hedge funds were not distorting natural gas prices? 

In October 2006, the Subcommittee began its investigation into the 
behavior of natural gas prices earlier in the year. The Subcommittee 
analyzed millions of natural gas transactions from trading records 
obtained from NYMEX and ICE, the two principal exchanges for energy 
commodities, and from Amaranth and other traders. In addition, the 
Subcommittee conducted numerous interviews of natural gas market 
participants, including natural gas traders, producers, suppliers, and 
hedge fund managers, as well as exchange officials, regulators, and 
energy market experts. NYMEX, ICE, Amaranth, and many traders 
cooperated with detailed inquiries. The Subcommittee also reviewed 
commodity market statutes and regulations, and researched a variety of 
legal issues. 

The trading records examined by the Subcommittee disclosed that 
from early 2006 until its September collapse. Amaranth dominated 
trading in the U.S. natural gas financial markets. Amaranth bought and 

’ Federal Energy Regulatory Commission (FERC3, Winter 2006-07 Energy Market Assessment, 
Item No.; A-3, October 19, 2006, at p. 2. 

* ElKitric Power Research Institute, Natural I^ues: Turnaround Prospects, Energy Markets 
and Generation Response, October 2006, at p. 1. 
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sold thousands of natural gas contracts on a daily basis, and tens of 
thousands of contracts on certain days. It accumulated tens of thousands 
of natural gas holdings, or “positions,” on both NYMEX and ICE. The 
CFTC defines a “large trader” for reporting purposes in the natural gas 
market as a trader who holds at least 200 contracts; NYMEX examines a 
trader’s position if it exceeds 12,000 natural gas contracts in any one 
month. Amaranth held as many as 100,000 natural gas contracts in a 
single month, representing 1 trillion cubic feet of natural gas, or 5 
percent of the natural gas used in the entire United States in a year. At 
times Amaranth controlled 40 percent of all of the outstanding contracts 
on NYMEX for natural gas in the winter season (October 2006 through 
March 2007), including as much as 75 percent of the outstanding 
contracts to deliver natural gas in November 2006. 

Amaranth’s large positions and trades caused significant price 
movements in key natural gas futures prices and price relationships. For 
example. Amaranth’s purchases of contracts to deliver natural gas in the 
winter months, in conjunction with Amaranth’s sales of natural gas 
contracts for delivery in the summer months, drove winter prices far 
above summer prices. These differences between winter and summer 
prices, called “price spreads,” were far higher in 2006 than in previous 
years - until the collapse of Amaranth, when the price spreads returned 
to more normal levels. On several specific dates. Amaranth’s massive 
trades were responsible for large jumps in the price differences between 
the futures contracts for March and April 2007. Traders interviewed by 
the Subcommittee said that during the spring and summer of 2006 the 
differences between winter and summer prices were “clearly out-of- 
whack,” at “ridiculous” levels, and unjustified by supply or demand. 

Purchasers of natural gas during the summer of 2006 for delivery 
in the following winter months paid inflated prices due to Amaranth’s 
large-scale speculative trading. Businesses such as utilities had to either 
absorb this added expense or pass the higher costs onto the ultimate 
consumer, such as residential users who paid higher home heating bills. 

The current regulatory system was unable to prevent Amaranth’s 
excessive speculation in the 2006 natural gas market. Under current 
law, NYMEX is required to monitor the positions of its traders to 
determine whether a trader’s positions are too large. If a trader’s 
position exceeds pre-set “accountability levels,” the exchange may 
require a trader to reduce its positions. The Amaranth case history 
demonstrates two critical flaws. First, NYMEX has no routine access to 
information about a trader’s positions on ICE in determining whether a 
trader’s positions are too large. It is therefore impossible under the 
current system for NYMEX to have a complete and accurate view of a 
trader’s position in determining whether it is too large. 


VerDate Nov 24 2008 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00155 Fmt6601 Sfmt 6i 


P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



150 


204 

4 


Second, even if NYMEX orders a trader to reduce its positions on 
NYMEX, the trader can simply shift its positions to ICE where no limits 
apply. This is precisely what Amaranth did after NYMEX finally told 
Amaranth, in August 2006, to reduce its positions in two contracts 
nearing expiration, contracts to deliver gas in September and October 
2006, In response, Amaranth reduced its positions on NYMEX and 
increased them on ICE, maintaining the same overall positions in the 
market. Within a few days. Amaranth resumed increasing its positions, 
mostly on ICE, By the end of August, Amaranth held nearly 100,000 
short positions in the September contract, mostly on ICE, and a total of 
nearly 90,000 short positions for the October contract on both ICE and 
NYMEX. These were huge positions - each variation of one cent in a 
position of 1 00,000 contracts changes a trader’s profit or loss by $ 1 0 
million. As a result, NYMEX’s instructions to Amaranth did nothing to 
reduce Amaranth’s size, but simply caused Amaranth’s trading to move 
from a regulated market to an unregulated one. 

The data analyzed by the Subcommittee, together with trader 
interviews, show that NYMEX and ICE are functionally equivalent 
markets. Natural gas traders use both markets, employing coordinated 
trading strategies. In many instances the volumes on ICE are 
comparable to or greater than the volumes on NYMEX, Traders use the 
natural gas contract on NYMEX, called a futures contract, in the same 
way they use the natural gas contract on ICE, called a swap, for risk 
management and economic purposes. The data show that prices on one 
exchange affect the prices on the other. Given their equivalence, there is 
no sound basis for one exchange to be regulated and the other not. 

The disparity in regulation between NYMEX and ICE results from 
the so-called “Enron loophole” in the Commodity Exchange Act. The 
Enron loophole, which was inserted into the law in 2000 at the request 
of Enron and others, exempts electronic energy exchanges such as ICE 
from CFTC oversight and regulation. Unlike NYMEX, there are no 
limits on the trading on ICE, and no routine government oversight The 
Amaranth case history demonstrates that the disparity in regulation of 
the two markets prevents the CFTC and the exchanges from fully 
analyzing market transactions, understanding trading patterns, and 
compiling accurate pictures of trader positions and market 
concentration; it requires them to make regulatory judgments on the 
basis of incomplete and inaccurate information; and it impedes their 
authority to detect, prevent, and punish market manipulation and 
excessive speculation. 

Natural gas traders are well aware of the consequences of this 
limitation. For example, when Amaranth’s lead energy trader predicted 
in an email that “boy I bet you see some CFTC inquiries” into a price 
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spike that afTeettsd the final price of the September 2006 futures contract, 
another trader reminded him that most of the trades had taken place on 
ICE using swaps. The tnuler wrote: “Until they monitor swaps no big 
deal.” His comment captures the problem - current law requires our 
regulators to oversee U.S. energy markets with incomplete information 
and inadequate authority. 

To repair the broken regulatory system. Congress needs to require 
currently unregulated exchanges, such as ICE, to comply with the same 
statutory obligations as regulated markets, such as NYMEX, and operate 
under file same rules to prevent market manipulation and excessive 
speculation from affecting the price of vital energy commodities. 

Some market observers contend that Amaranth’s collapse proved 
the energy markets are functioning well because an overly risky trader 
met its demise without harming other traders or the natural gas market as 
a whole. In fact, however, many other market participants were harmed 
by Amaranth’s massive speculative trading. For example, utilities that 
provide gas-powered electricity or heating to homes, schools, hospitals, 
and industries that use natural gas in manufacturing paid inflated prices. 
Many of their costs were passed onto consumers. Some companies told 
the Subcommittee that extreme price swings in file natural gas fiitures 
market make it more difficult and expensive to use the futures market 
for hedging. Still others told the Subcommittee that they have lost 
confidence in the natural gas market, viewing it not as a mechanism to 
set prices reflecting suj^Iy and demand, but as a market increasingly 
responsive to a few dominant traders with sufficient capital to affect 
prices. 

If given aufiiority to police all U.S. energy commodity markets, tfie 
CFTC should use this aufiiority to monitor aggregate positions taken by 
traders on bofii NYMEX and ICE, and to analyze trading data from both 
exchanges. Regulators should also strengthen their monitoring and 
oversight to prevent excessive speculation for all of the months in which 
contracts arc traded, not just contracts near expiration. The Amaranfii 
expnience demonstrates how excessive speculation can distort prices of 
futures contracts that are many months from expiration, with serious 
consequences for other market participants. To prevent excessive 
speculation from causing unwarranted price changes, commodity 
regulators nc«l to conduct oversight over both a broader market and for 
a longer time horizon fiian the next few months. 

A final major problem is the inadequate oversight capabilities of 
the CFTC. The CFTC suffers from mitiquated technology systems, a 
shrinking staff, and flat budgets. In pan, these budgetary woes have 
occurred because Congress has never aufiiorized the CFTC, as it has 
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virtually every other federal financial regulator, to collect user fees from 
the maricets it oversees. Congress needs to provide the CFTC with 
adequate resources to do its job, and authorize user fees to pay for the 
additional expense. 

Energy is a critical factor in the future of the U.S. economy. How 
it is priced is of vital concern. The Amaranth case history is not just the 
story of a single hedge fund dominating the market, but of a broken 
regulatory system that has left our energy markets vulnerable to any 
trader with sufficient resources to alter energy prices for all market 
participants. 

The remainder of this Report details the Amaranth case history. 
Section II presents the staff findings and recommendations from the 
Subcommittee’s investigation. Section ID provides general information 
on the importance of natural gas to the U.S. economy, its production, 
economic uses, and the fundamentals of natural gas supply and demand. 
Section IV provides general information on the cash and financial 
markets for natural gas, and an overview of the regulatory structure for 
the various types of energy exchanges. Section V describes the unusual 
and extreme behavior of natural gas prices in the spring and summer of 
2006, and analyzes the role of Amaranth and other hedge funds in 
forming those prices. Section V also describes the impact of 
Amaranth’s trading on other market participants. Sections VI and VII 
offer reconunendations to restore the integrity of energy commodity 
markets in the United States and protect them against market 
manipulation and excessive speculation. Section VUI contains 
additional Minority Staff views on the Report. 
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H. FINDINGS AND RECOMMENDATIONS 
A. FINDINGS 

(1) A single h»ige fund, Anuranth Advisors LLC, dominated 
tbe U.S. natural gas market in 2006. 

(a) Amarandi accumulated massive natural gas holdings on 
NYMEX and ICE spanning five years, from 2006-2010. 

(b) Amaranth accumulated such large positions and traded 
such large volumes of natural gas in 2006, on both NYMEX 
and ICE, diat it had a direct effect on U.S. natural gas prices 
and inaeased price volatility in the natural gas market. The 
larger than usual differences between winter and summer 
futures prices that prevailed during the spring and summer 
of 2006 were largely the result of Amaranth’s large-scale 
trades rather than the normal market interaction of many 
buyers and sellers. 

(c) Amaranth’s 2006 positions in the natural gas market 
constituted excessive speculation. 

(2) In August 2006) Amaranth traded natural gas contracts on 
ICE rather than on NYMEX so that it could trade without any 
restrictions on the size of its positions. 

(a) When NYMEX directed Amaranth to reduce its 
positions in Septonber 2006 and October 2006 natural gas 
futures contracts, Amarandi simply transferred those 
positions to ICE, an unregulated market, thereby 
maintaining its overall speculative position in the natural 
gas market. 

(b) NYMEX’s attempt to limit speculative trading during 
die last day of trading on the September 2006 natural gas 
futures contract failed, because neither NYMEX nor the 
CFTC had any authority, mandate, or ability to limit trading 
on ICE that affected die pricing of the NYMEX futures 
contract 

(3) Amaranth’s actions in causing significant price movements 
in the natural gas market demonstrate that excemive 
speculation distorts prices, increases volatiiity, and inerrases 
costs and risks for natural gas consumers, such as utilities, who 
ultimately pass on inflated costs to their customeia. 

(a) Purchasers of natural gas during die summer of 2006 for 
delivery in die following winter months paid inflated prices 
due to Amaranth’s speculative trading. 
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(b) Many of these inflated costs were passed on to 
consumers, including residential users who paid hi^er home 
heating bills. 

(4) The two major U.S. exchanges that trade natural gas - 
NYMEX and ICE - affect each other*s prices. 

(a) Significant volumes of natural gas are traded on both 
NYMEX and ICE, and both markets play a key role in 
setting U.S. natural gas prices. 

(b) The contracts used on NYMEX and ICE to trade natural 
gas, called futures contracts on NYMEX and swaps on ICE, 
are equivalent financial products that serve tiie same risk- 
management purposes. 

(c) Traders routinely buy and sell natural gas contracts on 
both NYMEX and ICE, and hold positions in both markets. 

(d) The price of NYMEX futures and ICE swaps are 
virtually identical up until the final half hour of the last 
trading day of the NYMEX contract, when NYMEX and 
ICE prices typically differ by a few cents at most 

(5) Current restraints on speculative trading to prevent 
manipulation and price distortions are inadequate. 

(a) The CFTC lacks statutory authority to establish or 
enforce speculative position limits on tire trading of natural 
gas on ICE or other Exempt Commercial Markets. 

(b) When large traders choose to trade on ICE rather than 
NYMEX, it is difficult, if not impossible, for NYMEX to 
prevent price manipulation or excessive speculation fiom 
distorting NYMEX prices, because NYhffiX does not have 
information regarding, or the jurisdiction to limit, trading on 
ICE even though ICE trades affect NYMEX futures prices. 

(c) The CFTC’s primary strategy to stop excessive 
speculation has been to prevent manipulation of tiie final 
price of a futures contract that is about to expire, rather than 
to genraally review speculative trades affecting a range of 
futures contract prices. 

(6) The CFTC is unable to meet its statutory mandate to 
prevent market manipulation and excessive speculation from 
causing sudden, unreasonable, or unwarrant^ energy prices. 

(a) The CFTC lacks statutory authority to effectively 
oversee U.S. enragy commo^ty markets, becau« the 
“Enron Loophole” prevents the CFTC from overseeing ICE. 

(b) The CFTC lacla budgetary, staff, and technological 
resources to effectively monitor energy comnmdity markets. 


S 
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(c) As 3 result of tbe lack of legal authority and budgetary 
resources, the CFTC was unable to prevent excessive 
speculation in the natural gas market in 2006. 

(d) If the CFTC is not provided with additional legal 
authority and resources, the CFTC will remain unable to 
accomplish its statutory mission. 

(e) The inability of the CFTC to accomplish its statutory 
mission with respect to the trading of energy commodities 
presents a threat to the energy and economic security of the 
United States. 

B. RECOMMENDATIONS 

(1) Congress should eliminate the “Enron Loophole” that 
exempts electronic energy exchanges from regulatory 
oversight. Erqrerience since passage of dre Commodity Futures 
Modernization Act of 2000, demonstrates there is ix) sound 
rationale for exempting electronic enagy exchanges from 
regulatory oversight Excessive speculation that occurred on 
electronic exchanges in 2006 contributed to the overall distortion 
of energy prices in the natural gas market to the detriment of 
American consumers, businesses, industry, and utilities. Exempt 
Commercial Markets, such as ICE, should be required to comply 
with the same statutory obligations as Designated Contract 
Markets, such as NYhffiX, and should be regulated in the same 
manner by the CFTC to prevent market manipulation and 
excessive speculation. To ensure fair energy pricing, it is time to 
put tbe cop back on the beat in all U.S. energy commodity markets. 

(2) If given addltiosa] legal authority, the CFTC should 
monitor aggregate positions on NYMEX and ICE. The CFTC 
and exchanges should strengthen their monitoiing and 
oversight to prevent excessive speculation for all of the months 
in which contracts are traded, not Just for contracts near 
expiration. 

(3) Congress should Increase tbe CFTC budget and authorize 
CFTC user fees to help pay for die additional cost The 
CFTC’s budget should be increased to provide the staff and 
technology needed to monitor, integrate, and analyze real-time 
transactional data from aU U.S. commodity exchmges, including 
NYMEX and ICE. Needed funding tiiould be obtained from user 
fees in^osed on commodity maricets. 
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EXCESSIVE SPECULATION 
IN THE WHEAT MARKET 


I. EXECUTIVE SUMMARY 

For several years, the U.S. Senate Permanent Subcommittee on 
Investigations has been examining the role of speculation in the 
commodity markets and failures of the federal regulatory structure to 
prevent excessive speculation from causing unwarranted changes in 
commodity prices and an undue burden on interstate commerce. 

In 2006, the Subcommittee released a report showing how the 
injection of billions of dollars from speculation into the commodity 
fiitures markets had contributed to rising energy prices.' In 2007, the 
Subcommittee released a report and held a bearing showing how 
excessive speculation by a single hedge fund named Amaranth had 
distorted natural gas prices and contributed to higher costs for natural 
gas consumers. ^ These and other r^rts offered a number of 
recommendations for legislative and regulatory actions to enable the 
Commodity Futures Trading Commission (CI^C) to fulfill its mission 
under the Commodity Exchange Act to prevent excessive speculation 
from “causing unreasonable or unwarranted fluctuations in the price of 
commodities in interstate commerce.” 


'lo its 3006 Repoit, "The Rolt of Market SptculatUm In Rising OU and Gas Prices: A Need to 
Pul the Cop BmR on the Beat," S. Pit. 109^5 (June 27. 2006). the Subcommittee investiguion 
found that influx of billioni of dollan into the i;.S. energy mitkett through commodity index 
funds had contributed to the riw in energy prices, and that the large influx of speculative 
investments in these martess had altered the traditional relationships between futures prices and 
supplies of energy commodities, particularly crude oil. The Report lecommended that Confess 
enact l^islation to “close the Enron loophole," the provision in tbe Commodity Futures 
Modernization Act of2000 (CFMA), which exempted from regulation the uading of futures 
contracts and swaps for energy and metals commodities on electronic exchanges. Italso 

recomnwoded legislation to enauic tbe CFTC had sufficient authority to monitor U.S. Baden 
trading in U.S. commodities on foreign exchanges. Sec the 2006 Subcononittee Report at 
hnp;/ni5g3C.sco>te.gov^ob!ic/ fites^enitePri fflJ Q965M«rk«SpecRCTxmFINAL.Ddf . 

^ In its 2007 Report, *^Exaissiv€ ^cuiailon in tht Natural Gas Marhtt,^ rq»inte<l in S. Htg. 

1 10>23S (June 25 and July 9, 2007). at pp. 1 96-710, tbe Subcommittee investigation fotnid that 
Amaranth had distorted the price of natt^ gas futures contracts as a result of its large lutrchases 
of contracts on the regulated New Yotfc Mercantile Exchange (NYMEX) and “look-alike" swap 
contracts on the then-unregulated Intercontinenlal Exchange (ICE). As a result of several 
provisians in the CFMA, the CFTC did not have authority to limit the p(»itions of traders using 
ICE rather than NYMEX. Based on fliis finding, the Rqpori recommended that Congress enact - 
legishttian lo close the Enron loophole in order to fully regulale electnmic exchanges, like ICE, 
that are tbe functional equivalent of funnies maiiiets. In the 2008 Farm Bill, Congress enacted 
legislation to close tbe Otron loophole by providing that commodity contracts traded on over- 
the-counter electronic exchanges that perform a significant price discovery function be regulated 
in the same manner as futures contracts. As a result of tins legislation, Ok CFTC now has foe 
authority - and responsibility - lo regulate and monitor these electronic markeu to prevent 
excessive speculation. See the 2007 Subcommittee Report at httnJ/hiiMesenate.mv/ 
public/ filea/REI*ORTExcessiveSpecBlatlonintheNaturalOasMartet.txlf. . 
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In the Amaranth investigation, the Subcommittee examined how 
the activities of a single trader making iai^e trades on both a regulated 
futures exchange and an unrepilated electronic energy exchange 
constituted excessive speculation in the natural gas market. To prevent 
this type of excessive speculation, the Subcommittee Report 
recommended that limits on the number of contracts that a trader can 
hold at one time, known as position limits, be applied consistently to 
both markets m which the same type of natural gas contracts are traded. 

In the current investigation, the Subcommittee has examined how 
the activities of many traders, in the aggregate, have constituted 
excessive speculation in the wheat market To prevent this type of 
excessive speculation, this Report recommends that the CFTC phase out 
waivers and exemptions from position limits that were grant«i to 
commodity index traders purchasing wheat contracts to help of&et their 
sales of speculative financial instruments tied to coimnodity indexes. 

A commodity index, like an index for the stock market, such as the 
Dow Jones Industrial Average or the S&P SOO, is calculated according 
to the prices of selected commodity futures contracts which make up the 
index. Commodity index traders sell financial instruments whose values 
rise and fall in tune with the value of the commodity index upon which 
they are based. Index traders sell these index instruments to hedge 
funds, pension funds, other large institutions, and wealthy individuals 
who want to invest or speculate in the commodity market without 
actually buying any commodities. To offset their financial exposure to 
changes in conunodity prices that make up the index and the value of the 
index'telated instruments they sell, index traders typically buy the 
futures contracts on which the index-related instruments are based. It is 
through the purchase of these futures contracts that commodity index 
traders directly affect the futures markets. 

The Subcommittee investigation examined in detail how 
commodity index traders affected the price of wheat contracts traded on 
the Chicago Mercantile Exchange. CFTC data shows that, over the past 
three years, between one-third and one-half of all of the outstanding 
wheat futures contracts purchased (“long open interest”) on the Chicago 
exchange are the result of purchases by index traders offsetting part of 
their exposure to commodity index instruments sold to third parties. The 
Subcommittee investigation evaluated the impact that the many 
purchases made by index traders had on prices in die Chicago wheat 
futures market This Report finds that thoe is significant and persuasive 
evidence to conclude that these commodity index traders, in die 
aggregate, were one of the major causes of “unwarranted changes” - 
here, increases - in the price of wheat futures contracts relative to the 
price of wheat in the cadi market. The resulting unusual, persistent, and 
large dispariti^ between wheat futures and cash prices impaired the 
ability of participants in the grain market to use the futures market to 
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price tiieir crops and hedge their price risks over tune, and therefore 
constituted an undue burden on intastate commerce. Accordingly, the 
Report fuids diat the activities of commodity index traders, in the 
aggregate, constituted “excessive speculation” in the wheat market under 
the Commodity Exchange Act. 

The futures maricet for a commodity provides potential buyers and 
sellers of die commodity with prices for the delivery of that commodity 
at specified times in the future. In contrast, the cash market provides 
potential buyers and sellers with the price for that commodi^ if it is 
delivered immediately. Normally, the prices in the futures maricet 
follow a predicmble pattern with respect to the cash price for a 
commodity. Typically, as a contract for future delivery of a commodity 
gets closer to the time when the commodity is to be delivered under the 
contract (the expiration of the contract), the price of the fuhires contract 
gets closer to the price of the commodity in the cash market. The prices 
are said to “converge.” In recent years in the wheat market, howeva, 
the futures prices for wheat have remained abnormally high compared to 
the cash prices for wheat, and the relationship between the futures and 
cash prices for wheat has become unpredictable. Oftentimes the price of 
wheat in the Chicago futures market has failed to converge with fte cash 
price as the futures contracts have neared expiration. 

The result has been turmoil in the wheat markets. At a time when 
wheat farmers were already being hit by soaring energy and fertilizer 
costs, the relatively high price of wheat futures contracts compared to 
the cash price, together with the breakdown in the relationship between 
the two prices and their failure to converge at contract expiration, have 
severely impaired the ability of farmers and others in the grain business 
to use Ae futures markets as a reliable guide to wheat prices and to 
manage price risks over time. 

Participants in the grain industry have complained loudly about the 
soaring prices and breakdowns In the market. “Anyone who tells you 
they’ve seen something like this is a liar,” said an official of the Farmers 
Trading Company of South Dakota. An official at cereal-maker Kellogg 
observed, “The costs for commodities including pains and energy used 
to manu&cture and distribute our products continues to increase 
dramatically.” “I can’t honestly sit here and tell who is determining die 
price of grain,” said one Illinois farmer, “I’ve lost conridoice in the 
Chicago Board of Trade.” “I don’t know how anyone goes about 
hedging in markets as volatile as this,” said the president of MGP 
Inpedients which provides flour, wheat protein, and other grain 
products to food producers. “These marked are behaving in ways we 
have never seen,” said a senior official from Sara Lee. A grain elevator 
manager warned, “Eventually, those costs are going to come out of the 
pockets of the American consumer.” 
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The inability of farmers, grain elevators, grain merchants, grain 
processors, grain consumo^ and others to use the futures market as a 
reliable guide to wheat prices and to manage their price risks over time 
has significantly aggravated their economic difficulties and placol an 
undue burden on the grain industry as a whole. 

This Report concludes there is significant and persuasive evidence 
that one of the major reasons for the recent market problems is the 
unusually high level of speculation in the Chicago wheat futures market 
due to purchases of futures contracts by index traders offsetting sales of 
conuni^ity index instruments. To diminish and prevent this type of 
excessive speculation in the Chicago wheat futures market, the Report 
recommends that the CFTC phase out existing exemptions and waivers 
that allow some index traders to operate outside of the trading limits 
designed to prevent excessive speculation. 


A. Subcommittee Investigation 

To prepare this Report, the Subcommittee conducted a year-long, 
bipartisan investigation. As a fust step, the Subcommittee obtained and 
analyzed price and trading data from a variety of agricultural futures and 
cash markets. The Subcommittee obtained, for example, daily and 
monthly wheat futures and cash price data from the CFTC, U.S. 
Department of Agriculture, Chicago Mercantile Exchange, Kansas City 
Board of Trade, and Minneapolis Grain Exchange. The Subcommittee 
also examined numerous historical materials on the operations and 
performance of the grain futures markets, and on the development and 
application of relevant statutes, regulations, and guidance. The CFTC 
provided extensive data on index trading, as well as information on the 
application of position limits and the granting of exemptions. The 
Subcommittee appreciates the cooperation and responsiveness of the 
exchanges and federal agencies. 

To understand the issues, the Subcommittee interviewed nurooous 
experts and persons familiar with the wheat maricets, agricultural 
commodity markets as a whole, and commodity indexes. The interviews 
included persons familiar with grain trading and actual traders from a 
wide range of organizations in the grain industry: farm oi^anizations, 
grain elevator operators, grain merchants, grain processors, food 
manufacturers, and agricultural trade groups. The Subcommittee also 
interviewed farmers, market analysts, agricultural economists, academic 
experts, fmancial institutions, and exchange officials. The 
Subcommittee also benefited from a number of meetings and 
presentations provided by the CFTC. The Subcommittee ^predates the 
cooperation and assistants of these individuals, organizations, and 
agencies. 
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B. The Cash and Futures Markets for Wheat 

Wheat crops change hands primarily through cash transactions. 
There is no centralized cash market for wheat or other grains; die cash 
market exists wherever a grain elevator, grain merchant, grain consumer, 
or other participant in the grain industry posts a price to purchase or sell 
grain. C^h transactions take place ail over the country, at all times of 
the day, either with or without the use of standardized contracts. In a 
common transaction, a grain elevator purchases wheat from a firmer for 
cash and then stores the wheat for sales throughout the year to grain 
processors. 

Wheat futures are sold on three regulated exchanges: the Chicago 
Mercantile Exchange (CME), the Kansas City Board of Trade 
(KCBOT), and the Minnellis Grain Exchange (MGEX). Wheat 
traded on the Chicago exchange, known as “soft red winter” wheat, is 
used mainly for crackers, pie crusts, cakes, and biscuits. Wheat traded 
in Kansas City, known as “hard red winto'" wheat, is jnimarily used to 
make flour for bread. The Miimeapolis exchange trades “hard red 
spring” wheat, which also is used to make bread, biscuits, and rolls. 

All three of these futures exchanges offer standardized contracts to 
buy or sell standard amounts and t)i>es of wheat for which the only 
negotiated variable is the price. In the vast majority of cases, traders of 
wheat futures contracts do not take physical delivery of the wheat being 
bought or sold on the futures maricet Rather, the primary purpose of the 
futures maricet is to enable market participants to “discover” the price of 
wheat for delivery at specified times in the future, to purchase or sell 
such contracts for future delivery at such prices, and fiereby to enable 
wheat market participants to protect their business activities against the 
risk of future price changes. 


C Increasing Commodity Index Speculation 

A commodity index is calculated using the prices of the futures 
contracts for the commodities that make up fie index. Each commodity 
within a commodity index is assigned a “weight,” and the contribution 
of each commodity toward fie value of the index is calculated by 
multiplying the current price of fie specified futures contract for that 
commodity by the assigned weight All of the major, broad-based 
commodity indexes include soft red winter wheat futures contracts 
traded on the Chicago exchange as one of their component commodities. 

The purchase of a financial instrument whose value is liiUced to a 
commodify index oflFcrs Ac buyer fie potential opportunity to profit 
from the price changes in futures contracts for a broad spectrum of 
commodities, without having to actually purchase the referenced 
commodities. Typically, hedge funds, pension funds, and other large 
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institutions purchase these financiaJ instruments with the aim of 
diversifying their portfolios, obtaining some protection against inflation, 
and profiting when commodity prices are rising. Since they are not 
involved in selling or buying actual commodities, and do not use these 
ins&uments to hedge or offtet price risks regarding the actual use of the 
underlying commodities, the purchasers of commodity index 
instruments are making a speculative investment 

The large powth in commodity index speculation is a recent 
phenomenon. It is only over the past six years that financial institutions 
have heavily marketed commodity index instruments as a way to 
diversify portfolios and profit fiom rising commodity prices. The total 
value of the speculative investments in commodity indexes has increased 
an climated tenfold in five years, from an estimated SIS billion in 2003, 
to around $200 billion by mid'2008.^ 

The amount of speculation in die wheat market due to sales of 
commodity index instruments has, correspondingly, grown significantly 
over the past five years. CFTC data indicates that purchases by index 
traders In the largest wheat futures market, the Chicago Mercantile 
Exchange, grew sevenfold from about 30,000 daily outstanding 
contracts in early 2004, to a peak of about 220,000 contracts in mid- 
2008, before dropping off at year’s end to about 1 50,000 contracts. 
(Figure ES> 1 ). The data shows that, during the period from 2006 
through 2008, index traders held between 35 and 50% of the outstanding 
wheat contracts (open long interest) on the Chicago exchange and 
between 20 and 30% of the outstanding wheat contracts on the smaller 
Kansas City Board of Trade. 

The presence of index traders is greatest on the Chicago exchange 
compared to the other two wheat exchanges, and is among the highest in 
all agriculture markets. In addition, neither of the other two wheat 
markets, nor any other grain market, has experienced the same degree of 
breakdown in the relationship between die &tures and cash markets as 
has occurred in the Chicago wheat market. Accordingly, the 
Subcommittee focused its investigation on the role of index trading on 
the Chicago exchange and the breakdown in the relationship between 
Chicago wheat futures and cash prices. 


’ This etiitnsle refleos both the actual amounts invested in coounodit; index related instruments 
and die i^ipreciation io ^tie of those ismtments doe to tsereasing couanodity prices. 
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Outstanding Chicago Wheat Futures Contracts 
Purchased by index Traders 
■niumket 2004 - 2009 

c omraci i 



Figure ES-1. Growth in index fund putchuesofOucigowbeatfutiBa contracts. Chart 
prepared by Permanent Subcommittee on Investigations. Data source: CFTC 


D. Impact of ludex Instruments on the Wheat Futures Market 

Commodity indexes have an indirect but significant impact on 
futures markets. A commodity index standing alone is a computational 
device unsupported by any actual assets such as futures or commodity 
holdings. Financial institutions that sell index investments, however, 
have created three basic t}^s of financial instruments tied to 
commodity indexes: commodity index swaps, exchange traded funds 
(ETFs), and exchange traded notes (ETNs). Cormnodity index swaps 
are sold by swap dealers and are the most common index instrument; 
ETFs and ETNs offer index-related shares for sale on a stock exchange. 
The value of commodity index swaps, index-related ETFs, and index- 
related ETNs rises and falls with the value of die commodity index upon 
which each is based. 

Speculators who buy index instruments do not themselves 
purchase futures contracts. But the financial institutions vrtio sell flicm 
the index instruments typically do. In the case of commodity index 
swaps, for example, swap dealers typically purchase futures contracts for 
all commoditi« on which an index is based to offset their financial 
exposure fiom selling swaps linked to those futures contracts. CFTC 
data shows that, over the past five years, financial institutions selling 
commodity index instruments have together purchased billions of dollars 
worth of fliturcs contracts on the Chicago Mercantile Exchange. 
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The Subcommittee investigation has found that the large number 
of wheat futures contracts purchased by swap dealers and other index 
traders is a prime reason for higher prices in the wheat futures market 
relative to the cash market Comm^ity tradm call the difference 
between the futures prices and the cash price “the basis.” Index traders 
typically do not operate in the cash market since they have no interest in 
taking delivery or making use of a wheat crop. Instead, index traders 
operate in the futures markets, where they buy futures contracts to offset 
the indme instruments they have sold. The additional demand for wheat 
futures resulting fium these index traders is unrelated to the supply of 
and demand for wheat in the cash market 

In the Chicago wheat market, the result has been wheat futures 
prices that are increasingly disconnected from wheat cash prices. £>ata 
compil»l by the Subcommittee shows that, since 2006, the daily gap 
between Chicago wheat futures prices and wheat cash prices (the basis) 
has been unusually large and persistent Figure ES-2 presents this data 
for the last eight years. 


Chicago Wheat Pricaa 

Dally Difference Between Futures and Cash Price 



ngareES-2. tiKieise in daifriUfrereiux betimes ftMores and cash prices fin- Oiicago 
wheat Chart prepared by Pennanent Subcommittee on Inveatigations. Datasoorcea: 
CM£ (dally Aitum prices); MOEX (average daily cash prices). 

From 2000 through 2005, the average dally difference between the 
average cash and the futures price for soft red winter wheat traded on the 
Chicago exchange was about 25 cents. During the second half of 2008, 
in contrast the price of die nearest wheat futures contract on die Chicago 
exchange was between $1 .50 and $2.00 per bushel higher than the 
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average cash price, an unprecedented price gap (basis)/ During that 
perio4 the average cash price for soft red winter wheat ranged from 
$3.12 to $7.31 per bushel, while the futures price ranged from $4.57 to 
$9.24. The ftmdamentals of supply and demand in the cash market 
alone caimot explain this unprecedented disparity in pricing between the 
futures and cash markets for the same conunodify at the same time. 

In addition, increasingly, the wheat futures prices on the Chicago 
exchange have not convoged with the cash prices at the expiration of 
the futures contracts. Figure ES-3 shows the extent of this price gap 
(basis). 


Chicago Wheat Prices 

Difference Between Futures Price and Cash Price 
in Chicago at Contract Expiration 


m 


m 


T ...lihll .1111 

Flgnrc ES.3. Increase In difference between futures sad cash prices for Chicago wheat 
at futures cootract expiration. Cbait prepared by Pennanent Suboonuninee on 
Investigations. Dan sources: CME (daily futures prices) and USDA (cash prices at 
Chicago). 


The data underlying diis chart shows that the average difference 
between the cash and futures price at contract expiration at the delivery 
location in Chicago for the Chicago wheat futures contract rose from an 
average of about 13 cents per bushel in 2005 to 34 cents in 2006, to 60 
cents in 2007, to $1 .53 in 2008, a toifold increase in four years. 

In the same period during which these pricing di^arities occurred, 
CFTC data shows a very large presence of index trados m the Chic^o 
wheat market Since 2006, index traders have held between one-third 
and one-half of all of the outstanding purchased futures contracts (“long 
open Interest”) for wheat on the Chicago exchange. For most of 2008, 
the demand for Chicago wheat futures contracts from these index 

' Typically, tnd«n define bnh as Ae difference between die euh ind futures price (btsb • cash 
-fimues). In this R^xmI, the baris is defined re the difference between the futures and cash 
price (basis ~ futures- cash) inimfer to give apositive value to the basis when die fuliaespice 
is hi^io’ than Ae cash price, as it typically is in the wheal inaiktl 
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investors was greater than the supply of wheat futures contracts from 
commercial firms selling grain for future delivery. During July 2008, 
for instance, index traders buying wheat fiitures contracts held, in total, 
futures contracts calling for the delivery of over 1 billion bushels of 
wheat, while farmers, grain elevators, grain merchants, and other 
commercial sellers of wheat had outstanding future contracts providing 
for the delivery of a total of only about 800 million bushels of wheat 
Under these circumstances, the additional demand from index traders for 
contracts for future delivery of wheat bid up the fotures prices until 
prices were high enough to attract additional speculators willing to sell 
the desired futures contracts at the higher prices. 

The investigation found that, in 2008, the greater demand for 
Chicago wheat futures contracts generated by index traders was a 
sipificant factor in the relative increase in the wheat futures price 
compared to the cash price (the basis) during that period. In addition, a 
sipificant cause of the resulting price disparity b^een the futures and 
cash markets, which was far greater than the normal gap between futures 
and cash prices, was the purchases of Chicago wheat futures by index 
traders. 


E. Undue Burden on Interstate Commerce 

The ongoing pricing discrepancy between wheat futures and cash 
market prices has exacerbated many of the recent economic difficulties 
facing farmers, grain elevators, grain merchants, and grain end-users. 

Over the past few years, the prices of many agricultural 
commodities - like the prices of commodities in general - experienced 
an unprecedented spike and subsequent coIlq)se. For example, the cash 
price of wheat rose from just over $3 per bu^el in mid-2006, to over 
$1 1 per bushel in early 2008, before collapsing to about $3.50 per bushel 
at die end of 2008. Fipre ES-4 shows the average daily cash price of 
wheat from 2000 to 2008, including the spike in the price of wheat 
during 2007 and 2008. 
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$/bu$h«l Dally Cash ^riea of Whaat 



FigurtES^. The avenge daily cash jsiceofsofiiH) winter wheat, the type of Mtdieat 
traded on the Chicago Mercantile Exchange. Chart p re p ar ed by Permanent 
Subcommittee on Investigations. Data source; MGEX (daily cash index price). 


A wide variety of factors contributed to the price volatility in the 
cash market for wheat, including poor weather, changes in agricultural 
productivity, an increasing demand for commodities in developing 
countries, changing dietary habits, increasing energy prices, and changes 
in the value of the dollar compared to other currencies. 

Wheat prices in the cash market rose steadily from 2004 to 2008, 
in part due to steep increases in the price of energy, particularly oil, 
gasoline, natural gas, and diesel fuel, which sharply increased the costs 
of farming, transporting grain to markets, and grain processing. 

Although grain prices in the cash market eventually rose to r«ord highs, 
fanners and grain merchants often were unable to realize the benefits of 
those higher prices due to the higher costs. In March 2009, for example, 
USDA reported that although wheat was selling for very high prices by 
historical standards, ttie increase in fuel and fertilizer costs had “offeet 
this unprecedented runup in wheat prices for producers.” 

During fliis same period, futures prices also rose. The steep 
increases in cash and fritures prices severely affected the grain industry 
in several ways. First, higher futures prices resulted in higher margin 
calls for wheat farmers, grain elevators, and other sellers of wheat that 
had hedged in die futures maiicets, requiring them to make much larger 
cash outlays than normal. TTie National Grain and Feed Associ^on 
estimated, for example, that a typical grain elevator faced a 300% 
increase in hedging costs in 2008, compared to 2006. It stat«l that 
“recent commodity price increases have led to unprecedented borrowing 
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by elevators - and unprecedented lending by their bankers - to finance 
inventory and maintain hedge margins ” According to the Federal 
Reserve Bank of Kansas City, in the first quarter of 2008, the Farm 
Credit System “raised $10 billion in ftinds through the sale of debt 
securities to meet increasing demand from elevators and other 
processing and marketing entities.” In April 2008, the Federal Reserve 
Bank of Kansas City reported that nearly one-quarter of all grain 
elevators it surveyed were struggling to acquire the cash needed to 
manage margin calls; about 40% stated they had “enou^ cash to just 
manage current margin calls.” 

The cash fiow problems confronting many grain elevators directly 
affected fenners, as those elevators began to reduce their cash purchases, 
puli back on forward contracts offered to farmers, and lower the cash 
prices offered for crops. Some began to require farmers to pre-pay for 
seed and fertilizer, causing cash flow problems for farming operations. 
Fanners participating directly in the futures market also were subject to 
rising margin calls. One wheat farmer explained, “If you’ve got 50,000 
bushels hedged and the market moves up 20 cents, that would be a 
$10,000 day. If you only had $10,000 in your margin account, you’d 
have to sit down and write a check. You can see $10,000 disappear 
overnight. . . . Everybody has a story about a guy they know getting 
blown out of his hedge.” 

Other problems arose from the unusually large and persistent gap 
between the futures and cash prices for wheat and the fmlure of the two 
prices to converge as futures contracts expired. This persistent pricing 
difference and lack of convergence meant that farmers, grain elevators, 
grain merchants, and others who had used the futures market to hedge 
their future sales found that when they went to sell their wheat, the cash 
prices were much lower than they had anticipated based upon the futures 
market This persistent price gap significantly impaired the ability of 
fanners and others to protect themselves from declining prices during 
the dramatic price decreases experienced during the second half of 2008. 
It also meant that wheat industry participants could no longer rely on the 
futures markets to reliably price their crops and effectively manage their 
price risks over time. 

In a properly functioning futures market, futures and cash prices 
converge as futures contracts near expiration. Otherwise, if one price 
were higher, a trader could buy the commodity in the lesser-pric^ 
market and immediately sell it in the higher-priced m^lrot for a quick 
profit Those types of transactions would soon equalize the two prices. 
But on many occasions during the last few years in the Chic^o wheat 
market the two prices have not converged. 

One key reason is that the large price disparity b«ween the cash 
and futures price makes it mudt more profitable for grain merchants to 
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buy grain in the cash market, hold onto it, and then sell it later - at the 
price of tfie hi^er-priced hitur^ contracts - than engage in the type of 
transactions descril^ above between the cash and futures market that 
would make die two prices converge. In addition, the large price 
disparity means that merchants who already have grain in stor^e and 
have h^ged that grain by selling futures contracts could suffer a loss if 
they decided to actually sell their grain in the cash market, because they 
also would have to buy back the futures contract at a higher price than 
they could get for selling their grain in the cash market 

Virtually all of the traders interviewed by the Subcommittee, from 
all pospectiv^ within the grain business, identified the large presence 
of index traders in the Qiicago market as a major cause of the price 
convergence problem. This ongoing problem indicates that at a 
fimdamental level the Chicago wheat futures market no longer 
effectively serves the needs of many wheat growers or commercial 
wheat users. 

Still another set of problems caused by excessive speculation in the 
viheat market and the disconnect between ^leat futures and cash prices 
affects the federal crop insurance program. Federal crop insurance, 
which is supported with taxpayer dollars, is available to frrmers who 
want to cover potential financial losses due to bad weather or crop 
disease. Several types of federal crop insurance use futures prices to 
determine how much money should be paid to a frurmer who has 
purchased coverage and su^ered a loss in crop income. Futures prices 
are used in die formulas that calculate both the insurance premiums to be 
paid by farmers and the indemnity payments made to farmers after an 
insurance claim. Because they are included in the calculations, futures 
market prices that are significantly higher than actual cash prices impair 
the accuracy of the insurance formulas and can inflate the final figures. 
Futures prices that are much higher than the prices in the cash market 
and that do not closely follow the prices in the cash maric^ can increase 
both the crop insurance premiums paid in part by farmers and can either 
increase or deoease the ultimate insurance payout to the farmer - 
thereby eidier resulting in too large a payout from a taxp^er>ftmded 
program or too small a payout to the farmer who has paid for the 
insurance. Either scenario undermines the effectiveness of the crop 
insurance program. 

The ongoing large gap between wheat futures prices and cash 
prices is a problem of intense concern to the wheat industry, the 
exchanges, and the CFTC. The CFTC has conducted sev«al public 
hearings and recently formed a special advisory subcommittee to make 
recommendations on how best to address the problem. The Chicago 
exchange has amended its wheat contract in several respects - to provide 
for additional delivery locations, to increase the storage rate for uiieat, 
and to chwge certain specifications for deliverable wheat - in an effort 
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to improve trading and create a more active cash market that will force 
cash and futures prices to converge. 

These actions to date, however, do not address one of die 
fundamental causes of the problem - the large presence of index traders 
in the Chicago wheat mark^. These index traders, who buy wheat 
futures contracts and hold them without regard to the fundWentals of 
supply and demand in the cash maricet for wheat, have created a 
significant additional demand for wheat futures contracts that has as 
much as doubled the overall demand for wheat fiitures contracts. 
Because diis significant increase in demand in the futures market is 
unrelated to any corresponding sui^ly or demand in the cash market, flie 
price of wheat futures contracts has risen relative to the price of wheat in 
the cash market. The very large number of Index traders on the Chicago 
exchange has, thus, contributed to “unwarranted changes” in the prices 
of whetd futures relative to the price of wheat in the cash market These 
“unwarranted changes” have, in turn, si^ificantly impaired the ability 
of farmers and other grain businesses to price crops and manage price 
risks over time, thus creating an undue burden on interstate commerce. 
The activities of these index traders constitute the type of excessive 
speculation that the CFTC should diminish or prevent throu^ the 
imposition and enforcement of position limits as intended by the 
Commodity Exchange Act. 


F. Trading Limits on Index Traders 

The Commodity Exchange Act (CEA) directs the CFTC to prevent 
excessive speculation in the futures markets. Specifically, Section 4a(a) 
of the CEA requires the CFTC to establish and maintain “position 
limits” on commodity traders to prevent the undue burden on interstate 
commerce that results from “sudden or unreasonable fluctuations or 
unwarranted changes” in the price of a commodity caused by excessive 
speculation. Pursuant to this statutory mandate, the CFTC has 
establMied position limits for the a^icuitural commodities haded on 
futures markets such as wheat, corn, oats, and soybeans. These position 
limits specify the maximum number of outstanding futures contracts that 
any single trader can hold at any particular time. For example, the 
CFTC has generally prohibited any single trador finm holding more than 
6,500 wheat futures contracts at any one time. Prior to 2005, the 
maximum number of contracts that could be held at any one time was 
5,000 contracts. 

Over the course of many years, the CFTC has made a number of 
decisions that have oiabled cotain index traders to hold more than the 
current limit of 6,500 wheat futures contracts. The first set of decisions 
resulted in fte C^C’s granting position limit exemptions to swap 
dealers selling commodity index swaps. Although die CEA directs the 
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CFTC to impose trading limits to prevent excessive specul^ion, section 
4a(c) of the Act also states that these limits are not to be applied to 
‘transactions or positions which are shown to be bona fide hedging 
transactions or positions." The CEA provides the CFTC with the 
discretion to define the term “bona fide hedging transaction” in order to 
“permit producers, purchasers, sellers, middlemen, and users of a 
commodity or a product derived therefrom to hedge their legitimate 
anticipated business needs for that period of time into the future for 
whidi an appropriate futures contract is open and available on an 
exchange.” 

initially, the CFTC limited the concept of a bona fide hedging 
transaction to transactions directly linked to tiie business needs of the 
producm, marketers, and users of a physical commodity in the cash 
market. But after Congress directed the CFTC, in 1986, to consider 
expanding ite definition to include persons using the futures markets to 
manage risks associated with financial investment portfolios, the CFTC 
issued a series of clarifications and interpretations which, in effect, 
expanded the defmition to include trading strategies to reduce fmancial 
risks, regardless of whether a matching transaction ever took place in a 
cash market for a physical commodity. 

In 1991, using this expanded definition, the CFTC granted the first 
exemption from speculative trading limits to a swap dealer seeking to 
buy fbtures contracts to hedge its Gnancial exposure to commodity index 
swaps it had sold to third parties. According to CFTC data provided to 
the Subcommittee, the CITC has currently issued four hedge 
exemptions to swap dealers seeking to buy wheat futures. Those 
exemptions permit the swap dealers to exceed the 6,500 position limit 
and hold up to 10,000, 17,500, 26,000, and 53,000 wheat futures 
contracts to hedge their exposures to commodity index swaps that 
reference wheat futures prices. In addition, in 2006, the CFTC staff took 
another step by issuing two “no-action” letters permitting the manager of 
one index-related exchange traded fund (ETF) to hold up to 1 1,000 
wheat futures contracts and another ftmd manager to hold up to 13,000 
wheat futures contracts. 

Togetiier, these hedge exemptions and no-action letters permit six 
index traders to hold a total of up to almost 130,000 wheat futures 
contracts at any one time. Absent these waivers from the position limits, 
these six index traders would have been limited to a total of about 
39,000 wheat futures contracts at a time, or less than one-third of the 
contracts tiiat they are now permitted to hold. 

CFTC data indicates that, from 2006 to mid-2008, the total 
number of outstanding contracts (long open interest) attributable to 
commodity index traders in tiie wheat market was atwut 200,000 
contracts. That means thtf the six index traders granted waiv^ 
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fix)m the trading limits may have held up to ^ut 60% of all the 
outstanding wheat contracts held by index traders. 

In directing die CFTC to consider granting position limit 
exemptions to firms using the futures markets to manage price risks 
associated widi financial portfolios. Congress emphasized that the 
Commission’s actions should remain consistent widt its mandate to 
prevent excessive speculation from causing unreasonable or unwarranted 
changes in the prices of commoditi« traded on the futures exchanges. 
Because the large amount of index investments in the Chicago whe^ 
futures market have been one of the major causes of “unreasonable or 
unwarranted” changes in wheat futures prices relative to cash prices, the 
granting of exemptions and waivers to index traders is inconsistent with 
the CFTC’s statutory mandate to prevent excessive speculation on 
futures exchanges. Accordingly, the Report recommends that the CFTC 
no longer waive position limits for index traders and, in addition, begin 
an orderly phase-out of the existing waivers. 

If the CFTC were to phase out the exemptions and waivers granted 
to index traders in the wheat market, those traders would become subject 
to the position limits for wheat futures contracts that generally tqiply and 
would be unable to hold more than 6,500 wheat contracts at any one 
time. The strict enforcement of the 6,500 contract limit should reduce 
the presence of index traders in the Chicago wheat futures market and 
help bring the futures market into better alignment with the cash market 

Restoring the 6,500 position limit to index traders may not 
however, fully solve the pricing problems in the Chicago wheat futures 
market and eliminate the problems in the market exacerbated by 
excessive speculation. CITC data indicates that at most 60% of the total 
outstanding wheat contracts (long open interest) which can be attributed 
to index investors would be affected by restoring the 6,500 limit If 
]»icing problems persist in the wheat market after the phase-out of these 
waivers, mid after implementation of other actions being taken by the 
Chicago exchange, the CFTC should consider imposing additional 
restrictions on index traders to reduce their presence, such as by 
restoring the pre-2005 position limit of 5,0(10 wheat contracts per index 
trader to reduce their aggregate impact on wheat futures prices. 


G. Other Commodities 

Hie wheat market illustrates how a large amount of index trading 
on a futures exchange can significantly impair the ability of the ftiQires 
market to perform its primary purposes - to enable commercial market 
participants, including farmers, grain elevators, grain merchants, and 
consumers, to efficiently price tiieir commodities and manage their price 
risl« over time. The Subcommittee investiption was made possible in 
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large part by tfie availability of data compiled by the CFTC on index 
trading in the wheat market Comparable data on index trading in non- 
agricultura! markets, including for cnide oil, natural gas, and odier 
enogy commodities, is not presently available. The data poblem Is due 
In part to the complexity of the over-the-counter (OTC) energy market 
the associated difficulty in tracing index trading in that maricet and the 
difficulty in assessing the impact of OTC energy trades on regulated 
energy ffitures exchanges. To understand the role of index trading in 
en«gy and other non-i^cultural commodity markets, the CFTC will 
need to improve its data collection and analysis efforts for both the OTC 
markets and index trading. Given the importance of this issue, despite 
die difficulties, the CFTC should undertake this effort to bring additional 
transparency to the impact of index trading on energy futures mark^. 


H. Findings and Recommendations 

Based upon the Subcommittee’s investigation, the Report makes 
the following findings of fact and recommendations to diminish or 
prevent excessive speculation in the wheat market 

Findings of Fact 

( I ) Excessive Speculation in Wheat The large number of 
wheat futures contracts purchased and held by commodity 
index traders on the Chicago futures exchange over the last 
five years constituted excessive speculation. 

(a) Index Traders Increased Futures Prices Relative to 
Cash Prices. The large number of wheat futures 
contracts purchased by index traders on the Chicago 
exchange created additional demand for those contracts 
and was a major contributing factor in tiie increasing 
difference between wheat futures prices and cash prices 
from 2006 to 2008. 

(b) Index Traders Impeded Price Convergence. Ovo' 
the past few years, the large number of Chicago wheat 
fumres contracts purchased by index traders has been a 
majm- cause of the frequent ^hire of wheat futures and 
cash prices to converge upon cmitract expiration. 

(c) Unwarranted Price Changes. The additional demand 
for Chicago wheat futures contracts afrributable to 
commodity index traders cemtributed to “unreasonable 
fluctuations or unwanantei changes” in wheat futures 
prices, resulting in an abnormally large and persistent 
gap between wheat futures and cash prices (the basis). 
Largely as a result of index trading, the average 
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difference between the cash and futures price at 
contract expiration rose from 13 cents per bushel in 
2005, to 34 cents in 2006, to 60 cents in 2007, to $1.53 
in 2008, a traifold increase in four years. 

(d) Undue Burden on Commerce. The unwananted 

changes in wheat prices resulting from the large amount 
of index trading in the Chicago wheat futures market 
created an undue burden on interstate commerce. This 
undue burden was imposed on farmers, grain elevators, 
grain merchants, grain processors, and others by 
impeding useful hedging strategies, imposing 
significant unanticipated costs, and providing 
inaccurate indications of expected prices in the wheat 
markets. 

(2) CFTC Waivers Facilitated Excessive Speculation. CFTC 
actions to waive position limits for commodity index traders 
facilitated excessive speculation in the Chicago wheat futures 
market. Waiving position limits for these index trad«s is 
inconsistent with the CFTC’s statutory mandate to maintain 
position limits to prevent excessive speculation. 

(3) Inflated Futures Prices Affect Crop Insurance. Because 
federal crop insurance, which is backed with taxpayer dollars, 
uses futures prices in its calculations, inflated futures prices 
can inflate insurance premiums, whose cost is shared by 
farmers and taxpayers, and impair the accuracy of the fomulas 
used to determine the payouts to farmers, resulting in either 
overpayments or underpayments. 

(4) Poor Data Impedes Analysis. There is a lack of adequate 
data on the number of futures contracts purchased by 
commodity index traders for non-agricultural commodities like 
crude oil. Improved data is essential to analyze the extent to 
which index traders may be contributing to Ugher futures 
prices and excessive speculation in crude oil and other 
markets. 

Recommendations. 

( 1 ) Phase Out Existing Wheat Waivers for Index Traders. 

The CFTC should phase out existing waivers, granted through 
exemptions or no-action letters, which permit commodity 
index traders to exceed the standard limit of 6,500 wheat 
contracts per trader at any one time, and re-apply the standard 
position limit designed to prevent excessive speculation in the 
wheat market. 
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(2) Take Further Action If Necessary. If pricing problems in 
the Chicago exchange persist afta the phase-out of index 
trader waivers and after implementation of other actions being 
taken by the Chicago exchange, the CFTC should consider 
imposing additional restrictions on commodity index traders 
to reduce excessive speculation, such as by imposing a 
position limit of 5,000 wheat contracts per index trader. 

(3) Analyw Other Agricultural Commodities. The CFTC 
should undertake an analysis of other agricultural commodities 
to detemine whether commodity index traders have increased 
futures prices compared to cash prices or caused price 
conveigence problems, and whether position limit waivers for 
index traders should be phased out to eliminate excessive 
speculation. 

(4) Strengthen Data Collection for Non-Agricuitural 
Commodities. The CFTC should develop reliable data on the 
extent to which commodity index traders purchase non- 
agricultural commodity futures contracts, especially crude oil 
and other energy commodities. Once this data is collected, the 
CFTC should evaluate the impact of index trading in these 
markets, and whether position limits for index traders should 
be phased in to eliminate excessive speculation. 


The following sections of this Report present detailed information 
on how, in recent years, the high level of commodity index trading in the 
wheat market constituted excessive speculation. Section II describes the 
wheat futures and cash markets, and recent pricing trends tiiat have 
caused turmoil among wheat producers, merchants, and consumers. 
Section III provides general information about hedging and speculation 
in the commodity mailcets, and why price convergence is important to 
commercial users of the wheat market Section IV explains how 
commodity index trading works, its impact on the futures markets, and 
how the CFTC has fecilitated index trading by waiving position limits 
for wheat and other agricultural commodities. Section V details the 
evidence indicating how commodity index trading has been one of the 
major causes of unwarranted price fluctuations and an undue burden on 
interstate commerce, and thereby constituted excessive sprculation in 
the wheat market. Section VI describes how inflated futures prices 
affect tire federal crop insurmice program. 
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Selected Commodity Related Exchange Traded Products 

Name 2011 Net Assets 


SPDR Gold Shares 
iShares Silver Trust 
iShares Gold Trust 

PowerShares DB Commodity Index Tracking 

PowerShares DB Agriculture 

iPath DJ-UBS Commodity Index Total Return ETN 

ETFS Physical Swiss Gold Shares 

United States Natural Gas 

iShares S&P GSCI Commodity-Indexed Trust 

United States Oil 

ELEMENTS Rogers International Commodity ETN 
ETFS Physical Platinum Shares 
GreenHaven Continuous Commodity Index 
ETFS Physical Silver Shares 
PowerShares DB Oil 
PowerShares DB Precious Metals 

ELEMENTS Rogers International Commodity Agriculture ETN 

ETFS Physical Palladium Shares 

iPath S&P GSCI Crude Oil Total Return Index ETN 

PowerShares DB Base Metals 

PowerShares DB Gold 

United States Commodity Index 

ETFS Physical PM Basket Shares 

IPath DJ-UBS Grains Subindex Total Return ETN 

United States 12 Month Oil 

IPath DJ-UBS Agriculture Subindex Total Return ETN 

PowerShares DB Silver 

PowerShares DB Energy 

UBS E-TRACS CMCI Total Retrun ETN 

IPath DJ-UBS Copper Subindex Total Return ETN 

IPath DJ-UBS Precious Metals Subindex Total Return ETN 

Teucrium Corn 

United States Gasoline 

iPath S&P GSCI Total Return Index ETN 

IPath DJ-UBS Natural Gas Subindex Total Return ETN 

IPath DJ-UBS Cotton Subindex Total Return ETN 

IPath DJ-UBS Livestock Subindex Total Return ETN 

ETFS Physical Asian Gold Shares 

I Permtncnl SubcommlttM on Investigations 


$64,137,833,385 

$9,780,604,138 

$8,526,095,164 

$5,432,832,000 

$2,556,022,000 

$2,463,009,415 

$1,631,115,252 

$1,336,881,650 

$1,263,970,653 

$1,146,682,883 

$690,719,700 

$657,958,972 

$627,498,744 

$586,857,566 

$537,776,000 

$509,220,000 

$506,652,650 

$470,925,030 

$434,229,060 

$421,344,000 

$407,952,000 

$397,330,971 

$237,389,542 

$230,882,228 

$173,186,989 

$158,710,918 

$157,200,000 

$139,536,000 

$136,858,939 

$123,675,336 

$112,444,959 

$104,281,614 

$96,462,255 

$92,824,248 

$84,274,960 

$78,255,370 

$77,170,843 

$72,697,365 
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ELEMENTS Rogers International Commodity Energy ETN 

IPath DJ-UBS Sugar Subindex Total Return ETN 

GS Connect S&P GSCI Enhanced Commodity Total Return ETN 

ELEMENTS Rogers International Commodity Metal ETN 

ETFS Physical White Metals Basket Shares 

IPath DJ-UBS Platinum Subindex Total Return ETN 

UBS E-TRACS CMCI Food Total Return ETN 

UBS E-TRACS Long Platinum Total Return ETN 

IPath DJ-UBS Softs Subindex Total Return ETN 

IPath DJ-UBS Industrial Metals Subindex Total Return ETN 

IPath DJ-UBS Coffee Subindex Total Return ETN 

United States 12 Month Natural Gas 

UBS E-TRACS DJ-UBS Commodity Index TR ETN 

RBS Gold Trendpilot ETN 

ELEMENTS MLCX Grains Index Total Return ETN 

PowerShares DB Crude Oil Long ETN 

IPath DJ-UBS Energy Subindex Total Return ETN 

IPath DJ-UBS Cocoa Subindex Total Return ETN 

United States Brent Oil 

UBS E-TRACS CMCI Agriculture Total Return ETN 

IPath Pure Beta Sugar ETN 

IPath DJ-UBS Tin Subindex Total Return ETN 

PowerShares DB Agriculture Long ETN 

IPath Pure Beta Broad Commodity ETN 

IPath DJ-UBS Nickel Subindex Total Return ETN 

UBS E-TRACS CMCI Gold Total Return ETN 

ELEMENTS MLCX Biofuels Index TR ETN 

IPath Pure Beta Grains ETN 

IPath DJ-UBS Lead Subindex Total Return ETN 

IPath Pure Beta Coffee ETN 

PowerShares DB Commodity Long ETN 

IPath Pure Beta Softs ETN 

United States Heating Oil 

IPath Pure Beta Precious Metals ETN 

UBS E-TRACS CMCI Silver Total Return ETN 

IPath Pure Beta Cotton ETN 

IPath Pure Beta Agriculture ETN 

IPath Pure Beta Lead ETN 

IPath Seasonal Natural Gas ETN 

UBS E-TRACS CMCI Livestock Total Return ETN 

UBS E-TRACS CMCI Industrial Metals Total Return ETN 


$71,874,000 

$68,369,372 

$64,225,600 

$62,263,600 

$47,710,244 

$44,674,420 

$43,979,148 

$36,264,500 

$35,604,044 

$34,448,027 

$31,242,272 

$30,736,381 

$21,956,352 

$21,161,735 

$20,052,620 

$19,447,090 

$17,683,281 

$14,412,444 

$13,850,618 

$13,654,240 

$12,817,725 

$11,536,857 

$10,557,540 

$9,152,826 

$8,415,229 

$8,307,195 

$7,497,600 

$6,673,920 

$6,629,610 

$6,616,260 

$6,468,000 

$6,354,600 

$6,297,351 

$6,208,020 

$6,163,950 

$6,009,840 

$5,929,740 

$5,189,560 

$5,185,821 

$5,119,627 

$5,116,120 
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iPath Pure Beta Livestock ETN 

$5,094,600 

iPath D3-UBS Aluminum Subindex Total Return ETN 

$4,823,732 

Teucrium WTI Crude Oil 

$4,796,213 

IPath Pure Beta S&P GSCI-Weighted ETN 

$4,623,240 

IPath Pure Beta Crude Oil ETN 

$4,490,200 

IPath Pure Beta Energy ETN 

$4,334,350 

IPath Pure Beta Industrial Metals ETN 

$4,041,683 

IPath Pure Beta Copper ETN 

$4,009,500 

RBS Oil Trendpilot ETN 

$3,999,088 

IPath Pure Beta Cocoa ETN 

$3,932,050 

IPath Pure Beta Aluminum ETN 

$3,568,680 

IPath Pure Beta Nickel ETN 

$3,554,540 

UBS E-TRACS CMCI Energy Total Return ETN 

$2,866,006 

Teucrium Sugar 

$2,417,310 

Teucrium Wheat 

$2,244,868 

Teucrium Soybean 

$2,191,359 

IPath Global Carbon ETN 

$1,976,812 

Teucrium Natural Gas 

$1,820,645 

PowerShares DB Base Metals Lonq ETN 

$1,277,696 

Total 

$107,531,282,750 


Data source: Morningstar, Inc. 

list prepared by Permanent Subcommittee on Investigations, Nov. 2011 
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Securities 


ETFS Phystcal Palladium Shares - PALL 


Investment ObJecHye 


Trading end Ustlno Data 


ETFS Physical Palladium Shares Cthe Shares') are issued by ETFS 
P^lacflum Trust C^ie TrusH- "ITie investment i^Jecbve of me 
Tru!*, S^faol: PaLl, is for the Shares to reflect the performance trf 
the pfice pallacRum, less Trust's eimenses. The Shares are 
desicned for investors who want a <»«:-effective and convenient 
way to invest In phytical palladium. 

Kay Faaturaa 


Primary Listing 

Tiekar 

XOPV* 

Trading 

NAV 

ftasa Currency 
Margin EDglWa^ 
Short S^a Ellgibla’ 


New York Stodc Exchange - Area 

PALL 

PAU-rV 

Normal Exchange hours 

Dally NAV at w>!m,.etfKCutiti,e,s,.,CQm 

USD 

Yes 

Yes 


Pailadhim taidlen In and Ingot form hirtd in London, 
U.K. and Zurich, SwHzariand *■ The Shares represent beneficial 
Interest in the Tru^, which in turn holds allocated physical platinum 
bullion bars stored in secure vaults In London and Zurldi on behalf 
of the Custodian, JPMorgan Chase Bank, N.A. Each (mysical plate 
and ingot is properly segregated, individually ld«rtined, and 
allocated towards the pieperty of the All physical palladium 
conforms to the LorKfon Platinum and Palladium Market (LPPM) 
rules for Good Delivery*. 

C(Mt offsetiv* - The Shares are designed for investors who want a 
cost-effoctive and convenient way to invest in palladium. For many 
invesfors. It Is e)q}ected that me transaction costs for buying and 
selling the Shares will be lower man purchasing, storing and 
insuring (mysicaf palladium. 

Uqtdd - The Shares trade on an exchange tike any omer 
ex^ange-listed security. The Trust ^ructure allows for shares to be 
oeated and redeemed according to supply artd demand irr the 
market. 

Trani^mwit * The palladium held by me trust is inspected 
U»mually by me Independent metal assayer, Inspe^rate 
IiHematicmiti. The pridng information, net asset value of me Trust, 
and palladium bar numbers held by me Trust are published dally on 
our website at www.etfsecurlties.com . 

Fhucibitt - The Shares are listed on the New York Stock Exchange 
(NY% Area: PALL). The ^ares are available to be bought or sold, 
like ordinary lifted securities, mroughout me trading day. 
AdcRdonally, me shares are eligible for margin* accounts. 

About thg Pricing 

The price of PALL Is based on me spot price of palladium less me 

Trust's expenses. 

pallarftum is priced off me LPPM's specifications ^ Good 
Delivery, which Is an internationally recognized and tran^rent 
bemrnmaik for pricing physical palladium. Details regardirtg the 
pricing calculations are available on our website at 
»Yvm.etfeecurities,cg(p 
Rieke It Important Con«ider»tlon«; 

The ETFS Palledium Trust Is not an Inv os bii ent eempany 
regislorod undor the Znvoctmont Company Act of 1940 or • 
commodity pool for purposes of the Commodity Exchange 
Act. ^ras of the Patiadlum Truat ara not subjaet to tha 
sama regulatory roquiromonts as mutual funds. Thosa 
Inveftmwits are not sultablo for all invastora. Trusts 
focuting on a single commodity ganoraily axporianoo greater 
volatHity. 

* London/Zutlch Good Ooiivary* or 'Oeod DsMvery* FMetflum lit plate 

or inpet fonn «mii a miftirmim fl n e w e e s end purity of M.Mtk weigMng 
b etwei 32.151 end 192.904 troy ouncee. One trey eunce e(fusis 
31.103 grams meeting the Londwi/Zurich Good Deilvery Standards. 

* ttiare era special rWes eseoeiated wMh short soMktg end margin 
invariing. Piaase ask your ftnandrrt advisor for more Information about 
th e s e rirics. 


Saeurtty A Tradlitg Codas 


/nceptibn Date 

Usang 

Ticker 

CUSJP 

Bloomberg 

tteuterz 


January 08, 2010 

NI^EArca 

PALL 

26923A 106 
PALL US 
PALL.P 


‘Indicative Optimized Portfolio V. 

Trust FaaturoG 


Spenser 

Undartying Motel 

Vault Inspector 
Palladium Bar Count 


nr Securities USA LLC 

Physical, allocated palladium plates and ingots, 
to LPPM spedheatiofts 


Zurich Std»>Cuatodian 
{January 2010} 

Vault Location 


Inspectorate International 

List of allocated (Mates and ingots and copies of 
me plate and ingot counts available dally at 
www.etf5ec uriHes.cQm 

jPMorgan Chase Bank, N.A. 

UBS A.G. 


Gross Expense Ratio 


London, UK, and Zurich, Switzerland 
The Bank of New York Meiion 


0.60% per annum; Ordinary brokerage 
commissions do apply 





OMIi«ml2SiQmiDOOMa011.DMiMW(»Bbon**<» 

The perfor m ance queried r^rasents past perfoitnanea of the 
Palladium spot prica (as maasurad by tiia London PN Fix) and is 
net indkattva of fotura performance. Tha Palladium spot prites are 
for Hlustrattve purposes only and do not reprasant actual Trust 
parformanca. 


Tel: (212) 918-4954 

1 Permanent Subcommittee on Investigstioosl 


1 EXHIBIT #6b 1 
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AddlUoiuil Information 


To access tl)e list of allocated plates and Ingots held by dte Custodian and a copy of die bar counts conducted by Inspectorate Intemadonat UmldKf, 
please visit our wefa^te at: www.etf5eajnties.com 


Ftw More InftwreaMon 


^ut gTF Securities 
Web: www.etfsecunties.com 

Telei^one: (212) 918-4954 

Other Sources of Information 
www.nyse.com 

About CTF Sacuritl— USA LtC 


ETF Secudbes USA LLC Is a member of the ETF Secudtfes Group and Is a provida’ of Exchange-Traded Products (En*s). ETF SecurfUes is independently 
owned and is a Eurt^an marlcet leader In ETPs. The management of ETF Seoiddes created the wodd's first physically-badced precious metal {»oduct 
and also (^instructed the first full ETP pla^mn ln.2006, which has listings on various global exchanges. 


hnpoftant Rieka The vriue of the ^uwee retetea dkecUy ts the vaiua of the paued^m haM by eta Tniat and fluetuabont In the price of pdtadium cotM iru^melly 
adwaaly affect an inveatment In the Sharet. Severn (actors may affect the prica cf palladium Indudirto; 

• A change ki economic conditiona, such as a reoeaaion, can adversely affect the price of peledlum. Prtadium b used in e wide mrtge of Nidustriai ^apHc a tjona, and 
an ecww mi c downturn could haw a nagattve impact on Its damsnd artd, conseguertSy. da prica and tha price of the Shares; 

• Investors' expectations with reapact to lha rata of kiftation: 

• Currency anhanga rates; 
t Interest rates: 

• I n v as t m a n t and trading aetMlias o( hedge funds and commodity funds; and 

• Oobai or reglonai polMcal. aconomie or financial aveols and situations. Should there be an Increase In the level ol hedge eettvtty ol paRadlum producing 
oompentes. K could ceuee a dedina in world paSadhim prioa. adversely effseiJng the price of the Shares. 

Alae. temuM the speculative oemmimity take a rwgattve view towards palladium, it ooutd cause a dedina In worid patiadlum price, nsgathely Impacting the price of the 
Shares. 

Thera la a risk teat part or al of tea Trusts' physical patadlum codd be lost, damaged or stolen. Falure by tee Cuatodisn or Sub^uatodlan to exercise due caie In tee 
atfekeeplng of tee precloua metal held by tee Trxats could reauti In a lou to tee Tniatt. The Trust wS not inauni its paBadlum and aharehoktera cannot bo assured teat 
tea cuatodisn wi maintein adequate Insurenea or any Insuranoa wite respect to tee palladium held by tee custodlen on behiR of tee Tiuat ConaequenOy. a teas may be 
Buffered with reaped to tee Treat's ptfedkim teat is not oovered by Insursnoa. 

CemmedWas «Mt (Mutes gerwraffy are vqlatlte and are rtot auiteWa for aB invaetera. 

PtesM rafw to tee prospectus (or eempiate information regarding ad risks asaodated wite (he Treat 

Investors buy vid sell shares on a secondary market (l.a. , rrot dlteedy from bust). Orter market mteters or ’euthertzed partUpents* mey trade directly vdlh tee fund, 
htoicdly to blocks of 5(N( to 100k shares. 

Miaiea in tha Trusts are net R3K insured and may loae vatua and have no bank guarentaa. 

CaieMy eonskter each fund's Invaslmant ottectees. risk faetors, and (eaa and estoenaea before inveating. 

For farther rdseusaion of the Hsks associated with an Invaabnent In tea fundt cleaaa dtek hare to read (ha orosoacfus- Or vlalt tee ETF SecurftkM webtrite: 


inveatment in the Trust does not constitute a dired In v e a tewnt in tee wdartylng matel. 

ALPS DIatrttxjtora. Inc. la unafliliteed with JPMorgan Chase Bank, NA. UBS AO. or Tha Bank of New York Mellon. 

ETFS Patedkim Trust aharea are notguarrmteed by JPMorgan Chase Bank. NA or sr^rone elsa: ETFS Palledium Treat aharet are direct limited recourse obligations 
of tee Trust atone and not obligaficns of any other person including JPMorgan Chase Bank. N A any member of tee JPMorgan Chase Gnxto. or Its affiates. 

ALPS Dtetfteutors, inc. is tha marlretlng agent for ETFS PaSedlum TrueL 


rn=000390 0l/3V20l2 


Tel: (212) 918-4954 


www.etfoecur1tjes.com 
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f/ProShares' 

The Alternative ETF Company,- 


Fact Sheet 

All doiQ os o' 6/30/ 1 i 



FUND OBJiCTIVE 

' i li'-j 6> A' (' ^n-viiV t' Wv 

I -s’r 1 f'-', U If-", -nH <=->['*-1^-' I'-at 

'--1 t ' 'I '> ^ci!» -iiiaivG 

o ‘'f '''' . *«" S'" '"nm n vi I ’ In i>-> 


FUND DETAILS 

Inc^lion Dote 

Ti oding Symbol 

Introdoy Symbol 

Bloomberg Index Symbol 

CUSIP 

Net Assets 

Expense Ratio' 


UCD 
UCD IV 
DjUBS 
y^lS/lAVliJo 
S’ 6 66 million 


ProShares Uih'a E^s seek to return twice 
the inciex |>erformance on a doily basis 
(before fees and expenses) 

• Mognify exposure to or> index for o cerioin 
dollar omount 

• Provide 0 cerioin exposure to on index 
for less cosh 

• Track your investment ihroughouf the doy 

• No morgin occouni 


FUND PERFORMANCE AND BENCHMARK HISTORY 

ProShores ij^o C+UBS Commodity sa^s o leVn ot 2C>0ici or tne lerurr^ i 
single dcy, os meosured from cssa NAV cokMatto.r- lo the Dj© io iti= 
fs-vpr« periods <sl«f ^r> ofto dcv wiS i.s^lv d'f. I' an Ov-' o'v, p 
re^n fo? ^ some peskxd. io-vessors monita; tioH noi consir.iettf -.v n 

os do^y to: more on ccxsefcSfon. ona cdie" ns s. (laoie -eod f’le 


PfoStoras Ubo DJ-IAS Commodity 
NAV%ftdR^urn _ _ 

Pro^to^ DJ-lt&S Conxi^iiy 
Prke RMum 


s .Bi ‘ •- 


Dow Jones-UK Commodity Index 





DAILY PERFORMANCE OF UCD vs. INDEX DURING 2Q 201 1 

fdbwing sc-aher graj^ charts fb? doil'/ NAVMa-NAV rcwl!,s ,->1 the fund agoin,« ils tmci^nrlving 
ifidcx rehjin on o doily basis. 



u 

ri* SS- 
& 


Doily Chongs in Index Return 

DAILY RETURN DURING 20 201 1 

»» ProShores UliTc 0>UB5 Commodity (UCOJ ■ Daw Jones-UIS Contmodity Index 


b% 



•Il'S, — — 

April ) 1 M<iy 1 1 itme 1 1 


UCD 

NYSE 

ARCA 


W57 fOlFOKiMKf IS HOI mOK/IJM OF fl/RWf fffSi/(f5. tevesfinenf re!ij.-rs wk ol on kS teste ss rfia? 

an inmfa'i shoret, who soW er reifeanerf. tray 6e iwttfi fwe or Isa than thty foi*. <wrenl perfotwtxe nwy k tester or 
hghe im ^ pufomaiKe gvefed Peihinmo into (mtot to He most recent tmHm'J rray h otromH fy <3^ KMee, 
8ii.nS) $12501 vis^|M)d«i5,am msfot pefemoncf «foes wr rete ary iesi. trsnaefisfi casts or eipem, l/^es m 

vmn^ end we met! nwtf tteect^- n tny hifeic. 

Pte^es oe not suitobie bi <i inveslots. f U-uies Ruling indvn o substostigi of bss. 

Sbw inrq^ ^«be ae owiixfesd. Itebt tetotw m bosed on th; composite tlosittc ptice sid tJo wt te^esati the rehj-ns you wdi 
lecene 3 vw ttstW dttKS d tahet ftnss. Its fen md rig sffle is sewm! dot's met the iosd incephoo dote, Ibesetote, M is use-d 
Is aiifcte ffitams ptie s the ba tip* dote, 'expense istso does not reWe ctoteti^ comnus^RS and idstKi fes poy by the 
feni ’Courts is o meaaK of ite strengSi Ofrf dreoioR of o Inteo! telalionship between two ratidrfss, 'Bes is o risosute of the dt^e, 
is d* asqires d 4* fete ihwn thtwap the M leiutn n, the benthtnati; letum on d dn^y baas. 
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jT'ProShares* 

The AlfernaNve ETF Conpony. • 


Fact Sheet 

All doia as o; 6/30/ 1 1 




modify 




• ' 


INDEX DESCRIPTION 

]■> A I F Cc ' m li, 'DFUBSCD 
T t liailid and oivP!-.i(if>ri bo ni-hiTiarl llvit 
I ^ stars x> ifock :he corjimxiify fsjSuws 
I s T ( ljf-SC‘lllAK jn ’ Q j^!ys»c-:>l 

1 1 > J'llir-o .'iqiiiiici \\'l>icb ciMilk- rtni K'.JrJi'.f 

> 11 aioq stake- in o corporoli-an. convr.cKii'y 
* ei t UC.-S juscify a duiiveiiy oole !oi un 

d t I I'hvSicd conirnc-idiiv Ite 

j e' ! ji j s jntiocts of a con-,mo(;ii-,-, orKi, 
res contioct comes cue. ihe 
ic.l end pu.'cnrjsss o ney.- 

sfk;t;-teim cc-n^iocf with dciosry doles a k-.v nsoolhs 
uul. tie DFUBSCI taus rolls its fuiu'es positkwis. cr>d 
joH, 0 id oeitvery the f^rysicaJ con«i>o<lity, 
I. Kills lis -conirccis over the ccurse of live consecutive 
bi.i.siress days, stoning on the sixth business tJa/ d 
6 * rroiilK, Fos'Ji doy. or-proximoiiily ? 0 ?i of eoch 
fiituios position iltai is indtKkid m the metyhs roB i.* 
rolled. I lot oft f.t>nirocls are loHod every m-ynth. The 
Dj-UB?,Ci ill voiiied using the se'ileuiAni puces for the 
uiidfjflyiny fuii«es ccnttocis Visit diifi<jc>t's.com l-:u c* 
list of fututes and fltoii rofi moniiis 


INDEX CHARACTERISTICS 

TqIoI Index Con$Htaents 1 6 

QuofteHy Index Vobtiiity ! 3 80* 


TOP 10 INDEX CONSTITUENTS Weight 

CnfdeOB FiXines, 09/1 1 i • 

Gdd Fellies, 08/11 < 


NoOiHvd Gcb Futures, 09/11 



Copper Figures, 09/1 1 

Soykieons Firtures, 1 1/1 1 



Com Fuivres, 09/T 1 



AtunHoum F(^r», 09/1 1 

Heeding OB Futures, 09/1 1 


/. .,,V 

(.Mleoded Gas (RB06) Futures. 09/1 1 


.! lie;*: 

Sifrei Futures, 09/1! 





INDEX SECTOR WEIGHTINGS 

B Energy 
^ains 

B kxkistrioi Metals 
S Precious Motols 
3 C Softs 

Uvesiock 


20.471 


irr.cM^; 

7,I0'S 

S.rv5^; 


For more information, visit 
proshores.com and seek advice 
from your financial odviser or broker. 
Financial professionals should coll 
ProShares ot 866.PR0.5125. 


‘The tjuotlfily vclotility tfffr$ to onnuoliffd stondotd dovkitiott, o stotisikol irtsctsurf thot (optutfs thf votiotioil of ott iftd 8 x's tohitoj ticiri 
8 !(OV 8 iosf»cirKtimep 8 ri(x!.Ih 6 % 


eriod. the f#c( tin vobtliy, the mm m index’s 
nents htied to in pedMinonce of tomnedilies owl 
! opliota cofflTKts, which may be scAiect to gteoier voIb% ihsn 
wSokosu 


inn meon c^ ihoi is often used to qwiniBy the risk oi the index 
leiwr. Iluriwtes over wne. Ttis ;If invests substoniidV in f 

cuiiencies, siKhwsvvopoaieenients. brwrdconRDcfs, antjfuhjt . .. 

investments in ttoditionol senwiies. (ettoin o( these fino/Kiol insftttmenis wSoko subject Hie fund to co«ftlei(itiliY liskflnd credit risk, 'which 
(ouH leuli in sigi^om kisses for the fund. There ae oddihonof risks due to iage insiitBlwroi putchnses « soles, oiv! nntorol ond tichnolo^ccj 
foctots such as severe weofhei, wwsuol cftnoie change, aid devsiopment ond depletions ot olteinativi lesoutces. 

Investing in H« ETF invirfves sAstontid n&, induding loss of princij»l. froShotes are non-diverafied and entail cstteln risks, induding 
risk assooDted with the iw of deriwrirves (swop agreements, futures centracts and simiiat instruments), In^rfefl benctmiork 
iroge and market price vofiance. These tisks may pose risks diietent ftom, « gteors them, those assodata! wth a dhect 

... ^ i ■ 


ftoSharesotedisebiiedWSa 
ftoShaesWBisoi 


PioShoreCf^itol 

'cEoCPOand 


vo!ci%, fa mote on fareictSon, levetoge ond other risks, please teod the ptaspectus. There is no 
neni ol^eclive. 

Co. whkh B rot flfiJatid vnrh the fund's sporsex^ 

is> B is 0 (crmrfity pool as defined in Ste Catmtodity fxciwge kt and the opf^kobie regukiSons of the CFTC, Pic 
l!( is rhe Hat Sponsor rammoditf j»ol operator (tPO) and commodity ItcKfing aSwsot. The Spsnsw is registered 
comowiiy trading advisoi wih die CfTC, and is 0 memfcer the NFA. NeHlier this ETF nw PraShses Trust il is on inrestmi 
reguloied under the Investment Company Art of T 940 and neHher is afforded its protections. 

!fe moteriol nws' be acconwweij a preceded by a Pto9wes Trust tl prospectus. Investing in Hiese f TFs involves sigaScrsif risks, investors could 
lose 08 a abstontdiy ol of (hek inveslment, PtoShaes fet ii (Hie issoet) has filed a legisttaion staiemeni (Lncyxig a pmspectus) wtf the 
SEC fa Ae deaig to »d«f» Sis cawrasKolion tetoes. Before you xivest. you should teod Hie prospectus in Hiot t^slmtion statement and 
dhet dwrowis the issua tes Bed wOh Hk ^C fa tnae complete Wamatkin oiwat the issuer ond tiiH offshng. You may get ftes documents 
fa bee Iqi vsift^ EDSAS m the SK wAsie at seegov Aitotnotiv^ lb ssi» w1 oftoiige to send wu Hie prospectus if you request it by 
cdSng tdffiee 8fi6.ROil25. a wd ptaslotts.ca!i. These fends moy hove eSfierent tex implitoliMis one generate o if-l lox fam. This fif 
doe »» mst My a; caniKxttes. 

The -tew JMK (omwdey tesjw*' w o j»Uwdwt (d 3»" Tone; itsew. rte morkeft^ wrc ond o tewsed tdertak of m Gi«s Sen«e 

ilC ;*{« Wsves'}, md SeMfes UC flffiS Secinfa-), tores'- 'Bj; 'Bow tor® Wkk.* ‘[jSS- ond 'Dow lone^ySS Com ' 


kenr •«»>«><« regiv^ 
TrmwiBFfOKI PROSHARES 


I been possei on by riwi sn^ es to rhelr or ssutotiy. PraShore ore fof ^nsored, 
ws. CME Indexes a rmy of itieii oRferes, Dow icm. 1!BS AG. UBS SKiiities, (Mf Wires ond 
of irtreswg In Pns5t«es. IH5E f NWHES m Itmit if RliATES MAKf NO MmiRIB AMO 


©53!1R« cvn-34?r 
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United States Oil Fund - Details 


Page 1 of 2 




Fund Objective & Key Features | 

The United States Fwtd IP Is e dwtssSc exdtange traded securtty designed tc track the 

movem^ts of ligta. sweet crude (‘Weti T«qe» inisrmetSat^). 

USO isecontmcKltly pool org^izedasaO^swKeSR^edpannarsNp that issues tints that 
may be purtstased «ks stSd on the NV^ Area. 

USO's Objective 

The investment i^ec^ of USO Is fv the chs^es ^ pereentage terms of its mits' net asset 
value fNAV) to reflect the (^ar^esnpM'cemase terms ctfthe spot price e^li^ sweet crede 
ol delivered to Cust^ as measured by the changes m dte price of the futures 

contract for li^ sweet crude od tr»d«i ott ttie New York Mercvttile Exchange {the 
-NYMEX-), loss USO's expwwos, 

USO's Target 

Crude a'l is one of the most in^rertatt pi^stcd commoiSties in die globa economy. WT! light, 
sweet crude oM Mures contracts are ttso the most actively traded, and WTI Itght, sweet crude 
oil IS the primary US &encMt»k for crude <a. 

USO's Portfolio 

1>>e portMio consiti lis^ crede oi fl&tres contacts and other orl r^ted Mures, 
forwards, and sw^ contracts. USO wd ^somvastlrtobfigaiions of the United States 
govemmam wim r^harar^ maMfties of two years or less arxf hdd cash and cash eguivalents 
to be used to meet its cxarent or pcden^al margin or coMaleraf requrertwits with respect to its 
invesintents in crude oil Mures contrects at>a other ot interests. 


USO's Key Features 


United States fund. LP is an exchange traded security listed on NYSE Area under 8^e 
symbol USO. The symbtri M USO's Indicabve intraday Fund niF*) Value is UOi. The 
symbol tor USD’s net asset value fNAV) is UOINV. The syrrtoot for USO's shares 
oulstandir^ is UOISO. 

USO's i^ts w« irade evoughoui the market day. 

UnHs will be created end redeemed by 'suthonzed purdtasers." 

An "autfionzed purchaser' purchases or redeems creation baskets or reden^liwi baskets, 
reepectjveiy. frwn or to USO. 

USO does NOT seek to use leverage and targeis a l;i relationship between assets and 

crude c^l exposure 

The msiagement fee is 45bp. 

United Sates Commodity Funds. LiC. USO's manager and General P»mer. se^s to 
mtnirmce tracking error, NOT outpetftxm the market. 

Transparent portfolio market price, NAV. and portfolio holdings. 

Annual tax reporting done by PricewaiemouseCoopers 


Ticker 

CUSIP 

IStN 

Mirvmum Trade 
Size 

Mergmable* 
C^ons Traded 
Adrrtnistrator 

Disftfljutof 


USO 
USO.iV 
91J32W08 
US91232N1081 
1 Share 



Brown Brothe.'s 
Hanimaf! & Co 

ALPS OistrtiHitOfS. fnc. 


General Partner United States 
CommoiS^ Funds, 
LUC 


Management 0.46% 

Ei^iense Ratio 

Trading S0.01 

tncremenl 


‘Then ere specisi rUfis isscciMNf wgfi margin 
invfts!^. Please ssk your ifminctsfaAifsorfv 
rriore inhrrnation aOM lhasa risks 


USO’s Creation & Redemption Process 


Creaiion/Redomption Basket Size fOO.OOO Units 
OrdwCui-^fwAumonzed Purchasers fAPi is l2'(K)p.m. EST 
USOs NAV calculated as of 4 00 pm 
Seinoment is T^S 

Transaction ffarge for Each AP Order Is SI, 000 {per order, not per basket) 

Creation Paym»u is CaNi andior Acceptable Treesunes 
Custodart is Brown Brothers H^riman 
Matketmg Agent is ALf^ Distributors, Inc. 

U,S. Federal (newne Tax Consideretions 

A 8i,0nmaty of the mstorttf U.S federal mcome lax consequences of the purchase, ownership 
and (ksposltion of wtiisn USO, and the U.S. federal income tax ireatmemt of USO. is set forth 
m flw Pfospecuis. 


Ea^prospectivelnvestorlsadvised to consult its own tax advisor as to the U.S. 
federal Income tax consequences of an Investment la USO and as to applicable state, 
local wfonHgn taxes. 


Tax Status of USO 

USO is orgsrtized and wi'li be i^t^ied as a linxted partnerzhtp in accordance wih the 
provisions the LP Ayeement fnd sx^jhcabie state law. Under the Internal Revenue Code of 
1986. as amended {BWCodel.ai entity classiftod as a partnership that is deemed to be a 
"puMi<^ ^aded pstnwsltip' is gmeraliy tsxeUe as a corporation for federal income tax 
purposes. The Code ^owdes an ext^^im to general nde for a publiciy traded 
partnerstxp whose gross Ineome fer each taxable yea- of its existence consists of at least 90% 
"quanying Incomtf' fqurtfymg income exception*). For Ws purpose, section 7704 defines 
"quatfynng income” as incjudmg. mperaoMit pait, iftferest {offwthan ffom a finarrcia! 
business). tSvidends arfo gams fr«n the sae or tfsposition of capital assets heid for the 
^xoduciion ol intaes! or dtvidaids. In atMtion, in foe case of a partner^Hp a prinopa) activity 
of which is tte txiying and s^ng oommot W w {cfoer foan as inyentwy) or eg Mures, 
ftxwards and optKms vrtfo rospe« tt coronot^ies. "qu^'og income" mdudes kicome and 
gsins from such commodnies ard Mum. forwsds and t^tiorts with respect to commodities. 
USO and the Generai Partner have Mx9»ntea foe foRowfog to Sufoert»w Astxii & Brennan 
UP: 


At least %)% ol UStTs gross income for eaA foxabie year witi ccmslitule "qualr^g 
incorm' within foe meei^ oS Code section 7704 (as described above); 

USO wfil be organized axl operaiiarS in 3«oreaice wrifo its govemirig asreernents and 
epiXicsUe law. 

USO has not tfected, and wS nrt ^eet. to be das^ied as a carpcxretion for U S. federal 
income tax purposes. 


http://w'ww.unitedstatesoilfund.com/uso-detaUs.php 
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United States Oil Fund - Details 


Page 2 of 2 


Fom copyof ttw PrespMitus ewttct: 
MM DtstMuton, hw^ 12N8rp*d«ny, 
Sum 1100, Dmw, CoiMWto 00283 or 
Ml 000.020^0 or cH^ itm. 

USO M> not < imibM ftaiMl or any odttr 
typo of Invootmont Coffi|Mny wHMr tto 
moonins of tht tovootmont Con^ony Act 
of 1040, as amsndad, anO is net aufeiact 
to rostiiaSon Swraundar. 

CommodMea and (Ubna ganandy oro 

voMRa and are not auRMta for ad 
m vaat o r a . USO ia apacittaBtra and 
kivotvoa a Mgti dagraa of riali. An 
hnaator may looe afl or aubataMiady ati 
of an Inyaatmant In USO. Funds ttuB 
foeua on a sinflia sector ganaraSy 
asgtartanco giatoar votafltty. 
fOr lunnar (Iseussfon «f 8MNW and addMeoat 
tWu atsedsM «0i an htyssansnl In USO unm, 
cacShsrs. 

Inwssling In USO Mttsel* you to tts <Mt a( ns 
«■ Musby. TtiSM iWts could fstuK In largo 
■ueStaaoRt feiSis pries ofUSO’s unRi. An 
ktvaaler eeuid lets si or auOstantoly at of 
iiMisrimaaansnl 


Baaed in pan on Otose raprasantaeon, Suthartans Aabdi A Branrian U>> la <d the opinion m 
USO wtt be daaaffiad aa a partrwanp M fadard income tax ptapoaoa and Ovu K wia not bo 
taxtoia as a corporadon lor aucn purpoaea. 

if USO failed M aadsh the qualifying bwoma cteapOon In any year. oOiar than a falMa that la 
detenrdnad by Ow IRS to be Inedvenant and M la cured nMdn a rsaaonatM Ome after 
diaeovery. USO would be taxable as a eerporaban far (adaial Ineoms tox putposaa and wcxdd 
pay fadand ineama tax on its fncoms at ra^ar cc rpon ne ttoaa. kt Otai avant. untihoidara 
would not report thair ahara of USCa Inooma or loaa on Viair reluma. In addilion. diatributtona 
to uniOwWara would be natad aa dMdanda to »m ardent of US9a cunam and accumutated 
eamirtga and proflta. To tba axMni a datrfeuaen axoaadad USO'a aaminga and pndlta, dta 
diatrfbutlon wood be treated aa a return of capUl to Ha extant of a unHholder'a batto In iu 
unfta,andtharaanaraao«nfromtbaaMofur«a. AeoorAngly, VUSOwaratobataxtoiaaaa 
co r p w ati o n , K would iltaty have a mataital aduaraa aMci on the acorwtrdc return from an 
inyaatmant H USO and on Ha value of the unite. 

Under reeantly anadad lagMiatlon. ktiaraatt H «yl Hooma from *quaimad pubUefy tradad 
partnarablpa* aadafying eartaH groaa inooRM (eati am tmaiad aa quabfylng aaaata and 
ineama. raapacdvaly, for purpoaea of datarmlnHg atgfeilty for mgtilalad invaaonant company 
fTtiCl uabai A RIC may Hvwt up to 26% of tta aaaau in Htaraate in a qualMed piHilciy 
traded paitnartNp. Ttia datanMrMdon of wfWhar a pubtidy traded pailnamb^ aueh at USO it 
a qudlAad publiay traded panwiNp la made on an annual batia. USO esqteda to be a 
quawied pubHdy traded partnarMp H eacfi of Ha laxtole yearn. HCMwrnr. auch quaMcadon It 
noiaaturtd. 

Tba foregoing la only a partial aummry ef the Mtral Inoema lax consaquaneea of an 
inyaatmant In IMO. The fuS aunanary can be found In Ota Preapactua. 


Ttw prica of unSt may rtoi eecuretaly trade Ha 
spot priea flf fl< and you mv not ba aUa to 
sfltdiMly uas USO aa a way le hsdga tM ri* 

loaaee in your et^aieM tranaaelient or aa a way to MMdIy invsn In oA 

imaatota buy and ael unn In Ha aacotKiary metkai <l.a.. AM dracey tram IffiO). Orly ‘auHortatd purehaaers* nay not dkacey wan USO. kt minimum feleefca ef 100,000 1 
The Unftad Stataa 01 Fund la dWtHutad by ALPS Oaafcum a . ine. 

• CopyriiHi 200e«>i 1 1 UnMad Sums OI Fund I Al ngha fMerved. 


htq);//www.umtedstatesoilfund.coni/uso-detaiIs.php 
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Selected Commodity Related Mutual Funds 


Name 


2011 Net Assets 


PIMCO Commodity Real Return Strategy Fund 
Fidelity Series Commodity Strategy Fund 
Credit Suisse Commodity Return Strategy 
Highbridge Dynamicc Commodities Strategy Fund 
PIMCO CommodItiesPLUS Strategy Fund 
Oppenhelmer Commodity Strategy Total Return Fund 
Russell Commodity Strategies Fund 
DWS Enhanced Commodity Strategy Fund 
Rydex/SGI Managed Futures Strategy Fund 
Altegris Managed Futures Strategy Fund 
Grant Park Managed Futures Strategy Fund 
Goldman Sachs Commodity Strategy Fund 
Equinox MutualHedge Frontier Legends Fund 
Natixis ASG Managed Futures Strategy Fund 
Eaton Vance Commodity Strategy Fund 
Princeton Futures Strategy Fund 
Rydex|SGI Long/Short Commodities Strategy Fund 
Harbor Commodity Real Return Strategy Fund 
MFS Commodity Strategy Fund 
Ramius Trading Strategies Managed Futures Fund 
DFA Commodity Strategy Fund 

Transamerica Goldman Sachs Commodity Strategy Fund 

Altegris Macro Strategy Fund 

Invesco Balanced-Risk Commodity Strategy Fund 

DIrexion Commodity Trends Strategy Fund 

Jefferies Asset Management Commodity Strategy Allocation Fund 

Credit Suisse Trust Commodity Return Strategy Fund 

Fidelity Commodity Strategy Fund 

ING Goldman Sachs Commodity Strategy Portfolio 

Invesco Commodities Strategy Fund 

LoCorr Managed Futures Strategy Fund 

Blackrock Commodities Strategy Fund 

Van Eck CM Commodity Index Fund 

Rydex Commodities Strategy Fund 

SCA Absolute Return Fund 

Eaton Vance Parametric Structured Commodity Strategy Fund 

Arrow Commodity Strategy Fund 

Columbia Commodity Strategy Fund 

TCW Enhanced Commodity Strategy I 

Mosaic Managed Futures Strategy Fund 


$22,785,400,000 

$7,150,700,000 

$5,407,400,000 

$2,413,200,000 

$1,976,900,000 

$1,212,400,000 

$1,146,200,000 

$1,130,000,000 

$1,130,000,000 

$1,015,000,000 

$1,000,000,000 

$898,600,000 

$556,600,000 

$530,400,000 

$508,700,000 

$385,100,000 

$380,400,000 

$276,700,000 

$249,800,000 

$225,500,000 

$210,200,000 

$169,100,000 

$147,400,000 

$145,400,000 

$131,700,000 

$119,200,000 

$114,200,000 

$112,000,000 

$102,200,000 

$87,000,000 

$77,300,000 

$48,200,000 

$41,200,000 

$24,600,000 

$22,200,000 

$18,200,000 

$16,800,000 

$8,700,000 

$4,100,000 

$1,700,000 


Total $51,980,400,000 

Data source: Morningstar, Inc. and various mutual fund materials 
List prepared by Permanent Subcommittee on Investigations, Nov. 2011 


Permanent Subcommittee on Investigationsl 


EXHIBIT #7a 
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a managed tactical fund 



the Commodity Trends Strategy Fund 


A Diversified Long/Short Commodity Fund. 


direj^ionfunds. 

Think direction. Invest. 

I Pcrmantnl Subcommittee on Investigations 
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Why commodities? 

Financial prcrfessionals and their clients have found 

that commodities can: 

• potentialfy provide additional risk-adjusted returns 
over time to a diversified portfolio; 

• be an attractive investment option vs^en global 
demand for commodities surge: 

• offer low correlation to stocl^ and bonds; 

• be an effective hedge against inflation; and 

• be a dKrersification tool with the potential to enhance 
ail as»t allocation models. 


Why consider long/short 
commodities? 

Most traditional commodity funds only provide long 
expoajre to commodities. However, these long-onfy 
commodity strategies have not proven to provide 
sustainable gains over time because: 

• commodity returns are typically cyclical and sporadic. 

• indMdual commodity sub-sectors tend to perform 
dissimilarly in different market enwronments, and 

• significant drawdowns can be damaging to portfolios 
over time. 

What does that mean for investors? Long-only 
exposure can tend to limit commodities' potential to 
ain^bute to a portfolio's long-term performance. 
For example, $1 Invested In commodities in 1956 Is 
worth 71 cents Onflatlon-adjusted) toda/. 

The follovwnq chart Illustrates the Commodity Trends 
Indicator's (a tong/short index) performance results from 
2004 through 2010, as compared to the performance 
of two long only commodity indices, the S&P GSC^** 
^Idman Sachs Commodity Index) and the DJUBS Cl 
(Dow Jones UBS Commodity Index).' 



As demonstrated in the table, while the long-only indexes 
had periods of strong positive returns, the long/short 
index was able to maintain more favorable returns with a 
lower volatility measure for the seven year period.' 

•The chart » meant to d&nonstraU: the differences between 
long only and hng/short indices and is not indicadve of the 
funds p&dormarKe. 

’ Based on data provided by the Chart Store for the Reuters/CRB 
ContiniKH/s Futures Index tor the period 1 1(90156 -01/31(11. 

' Past peifcxmance, especially statstkal informadon, is not 
necessarf/y Indkadve of future results. 

' Smdard Deviarion b a measure of the dbpersion of a set of 
data bom its mean. 

* The egiected return of that asset less the rate of return on a 
rbk-fr^ asset This rate b denominated by the risk of that asset 
which b exfxessed as the standard deviation of returns 

* The neatest perrenf decline from a previous high. 



2^" Cortimbdity Trends Strategy 
% ■ 

Mfenf objective 

5mm^ity trend? Strategy Fund seeks to match the 
ilmance of the Cpriim^ity Trends Indicator (CTl®), 
^'^oifers pure cbrhmodity ejqsosure that seeks to 
’in ail maricet conditions, through its unique long/ 
^v^xpqsure. ; 

^^cipaf investment sUategy 
“ Cbrrimodity Trends Indicator, the Fund invests 

-^ftimanly in^cpmmpdity fUtUres,^^ its investments 
arid component' eKher long or short 
upon price trends vyithin tiiat component, and 
^eB^nc^ each Victor mpnilily. 

giR^ cioes the Commodity Trends Indicator work? 

a maiiaged, futures index that tracks both 
and falling f^nds. in tfie commodity markets. It 
ex posure to 16 co'fnmpdity. markets (in six sectors) 
hbld'them Ibhg or shpit based on price trends. 
,M^lohg/sh<5it decision Involves' monitoring the price of 
fh relation to. their respective seven-month 
irfg average b'nce, which allows investors to benefit 
■ fallini 


fisiha and falling commodity prices. The exception 
W^^^h the model is the Energy sector which, due to 
t i ^geo^ litical issues, ^onomic changes and other factors 
related to the sector, Is positioned either long or 
.(fiat). 



Index* 

Investor 

Class 

C Shares 

institutional 

Class 

n/a 

1.76/1.75 

2.26/2.26 

1.25/1.25 

JCTITR 

DXCTX 

DXSCX 

DXCIX 

n/a 

254939457 

254939341 

254939382 


ri^ pal iMsks 

tflgjlp'rincipal risks of inverting in the Commodity Trends 
?-\^r:^Strategy FUnd/arfe risks of investing in'commodi^linked 
' r>'- ; derivatives, nsfcS of inyestirig in wholly owned suBsidiaty, 

• •; high' portfolio .turnover, tax risk, rlsfe of tracking error, 

? v'rjsfo, of aggressivb investment techniques, lei^rage 
' •Jr-fis^- derivatives risks, counterparty risks, risk of non- 
*i ''diver5 ffication. -risks of investing in otiner investment 
i' compTrifes. arid. ETFSj .adyer^ market conditions, risks of 

: •’!?( ‘ttrti ithr eori irl+ioc rroHIt rEclf ' riamafitiae riei? 

^^^bV-^irwe^mgyio/vi^lly . Ovvned Subadtary and 

t.fOne'agnqf iriv^ dire^ in an index. This information b for 
iflu^d^'Wrf^:^ oh^.‘ 

' 

gCoff c^p ation risfe rest/fr from foojsing the Commodity Trencb 
investmwtsTri a specific industry or sector 

_j^^fb(jfpance of. ^ fund may be .more volatile than a hind 
mtli oes hot concentrate its investnmts 

5^ffij?mance. ofjhe Fund b desigried to corrdate to the 
. j^ . '/nctex. As a consequent, the fund's 
« during condftions which are adverse to 
tti>einv&imenlg6a&'-'-' ' 

V, d^ not guarantee ixotection against market 

’ toiies'of ehsi/re a ga/n. 
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isFiat. . - • 

^ Energy 0.0 % 

^ Sofo14.4% 

(► industnal Metals 16.0 % 
^ Grains 36.8 % 

!► Livestock 16.0 % 


► 

► 

► 

► 


Compositions 


Industrial Metals 16.0 
Gi-ains23.0% , 
Livestock 10.0 % 
Precious Metals 10.5 % 


Leveraging the advantages of the 

^,'GTLr 

By investing in the Commodity Trends. Strategy Fund, 
offered by Direxibn Funds, investors can take advantage 
of.j:He benefits of d diversified, open-ended’commbdity 
, .mutual fund^without the -inconvenience and high 
expenses ordinarily associated Vyith other commbdity 
options., 

the six majof fetors and corhponents that the^CTI 
. tra'ckare: ■ ’ 



Energy 

Unleaded Gas. 

• Light Crude 

• ' Heating Oil 

*; Natural Gas • 



Industrial Metals 

• •''Copper., 

Precious Metals 

• • Silver 

• Gold , , 



Grains 

• Wheat 

• S^beans 

• , Corn 


So.fts 
•\ CcKoa 

• - Coffee 

• Cotton 

• Sugar 


jm 


The importance of non-correlation 


Non<orrelating assets help reduce volatility, while 
prodding diversification and risk-adjusted returns for your 
investors' portfolios. Whether market volatility is high or 
low, investors should consider incorporating alternative 
assets that have low correlation to traditional investment 
vehicles into their portfolios. 

The graph (below) compares the correlation of traditional 
asset classes to that of both the S&P 500® Index and the 
Oirexion Commodity Trends Strategy Fund. 


6 Month Correlation through 12/31/10 



MrtM' MSO* Rail HUM<t MKl' URlMl USO M» WeriM 

MatrM KC4' >W* esmniAvAnrtnM (XH* bnii(l>« Cnm)«r 
Rtvtrl itteitt MbM Harintf* Tnnti 

Mci m<i(y 


As you can see, the Commodity Trends Strategy Fund has 
historically performed independently of traditional asset 
classes, such as stocks and bonds. This non-correlation 
could allow portfolio volatility to be reduced when the 
fund is included as part of a well balanced portfolio. 


6 It Is importsnt to note that different time frames mil result 
in different correlations. 

The Russell Indexes noted herein are trademarks of Russell 
Inv&tments and have been licensed for use by Direxion 
Shares. Thefundisnotsponsored, endorsed, sold or promoted 
by Russell Investments and Russell Investments makes no 
representation regarding the advisability of investing in 
the fund. The S&P indexes are trademarh of Standaref and 
Poor's, a division of the McGraw Hill Companies, Inc. MSCI 
index^ are the exclusive property of MSCI and its affiliates. 
All rights reserved. Indexes are unmanaged and cannot be 
invested in directly. 
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Advantages of including the Commodity Trends 
Strategy Fund in your investment strategies 

The Commodity Trends Strategy Fund, with Its long and short exposure: 

• may provide potentially solid returns over time; 

• typically exhibits a low correlation to stocks and bonds; 

• can potentially serve as an effective hedge against both inflation and 
deflation; 

• potentially provides additional risk-adjusted returns over time to a well- 
balanced and divei^ed portfolio; 

• provides investors vwth a means to capitalize on surges and declines in 
commodi^ demand and prices; 

• aibws for a buy and hold strategy while simultaneously acting upon short 
term market trends; and 

• may be an effective complement to other alternative investments. 

Diversification does not guarantee protection against market losses or 
ensure a gain. 

To learn more about the Commodity Trends Strategy Fund 
and the role it can play in your clients' investment strategies, 
please contact Direxion Funds at 877'437>9363 or visit us at 
www.direxionfunds.com. 


direji^ionfunds. 

Think direction, invest 

877.437.9363 

info@direxionfunds.com 

www.direxionfunds.com 


An Investor should consider the investment objectives^ risks, charges, 
ancf expenses of the Direxion funds carefully before investing. The 
prospectus contains this and other Information about Direxion funds. 
To obtain a prospecws, please contact Direxion Funds at 800.851.0511. 
The prospectus should be read carefully before Investing. Investing in 
funds that invest In specific industries or geographic regions may be 
more volatile than investing in broadly diversified funds. 


Date of First Use: April 30, 2010. 

Distributed by: Rafferty Capital Markets, LLC 
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1 NOT FOIC INSURED I NO BANK GUARANTEE i MAV LOSE VALUE [ 

Highbridge 

A Shares (HDSAX) 

C Shares (HDCCX) 

Dynamic Commodities Strategy Fund 

Select Shares (HDCSX) 

Daiau^.-.,-r SeLi;onibci 30, ZOij 

cr<'i .1.- .Sec bflib.) 


Fund ov«r>dew 
Ot^ccttve 

The fund seeks iot^term total return, 
strategv/inveetmmt intcess 

• invests in commodity-llflkea Oeriwtive Instrumems. 

• Lons-taased kivestmem strata comt^nes a fundamental 
and systematic uproach to commod'rttes Investing. 

• Risk control process may reduce exposure to commodities in 
certain marlott ntvironments. 

Portfolio mmteVIndus^ scperfence 
Sassan Alizade, iTyears 
Mark Nodtf man. iZ years 
Christopher Tufts. M years 

The fund Invests in commodity-linked derivative in^ruments 
backed by a portfolio of high Quality fixed income securities, 
such asccunmercial paper or other instruments that generally 
have a wetted average maturity of 90-days oi less. 

The fund's exposure to ccmmodWes may vary as a percentage 
of total fund net assets. The fund has nexKulity to invest in long 
poshiorts tanging from 0% to 200% of the value of the fund's 
net assets and short positioi» ranging from 0% to 100% of the 
«iue erf the fund’s net assets. 

in the net commodity exposure table, the fund's net expoure 
as of 8/31/li is equal to 66.8% of the fund's rwt assets and its 
ross exposure as erf 8/31/11 is equal to 150.5% of the hind's 
net assets. The fund's net exposure equals the value erf the 
fund's Icmg posRIons minus the short positions. The fund's 
gross exposure equ^s the sum of the fund's long positions and 
short po^nt Exposures are calculated as the notional value 
of the fund's derivative positions as a percentage of total riet 
assets. 


Pottfoiio charaderistio 

Fund assets (In billions} 

$2.41 

CommedKy maturity (%P 

0 ■ 3 Months 

65.0 

3-6MORthS 

35.0 

6* Months 

O.G 

Fixed liKMie maturity (HJa* 

Lets than one month 

54.3 

1 ■ 3 Months 

33.6 

3-6Uontns 

11.0 

6* Months 

1.1 

Net commodity emosure 

Preciovs Metahand Financial Commodities 

77,1 

Agriculture 

14.9 

Energy 

•1.5 

Industrie Metals 

■3.6 

Cash imrestinents (%)^ 

u,S. Government Agency Securities 

63.9 

Short-Twm Investments 

26S 

Repurchase Agreements 

5.7 

U.S. Treasury Securities 

1.9 

Certirtcates of DeposR 

0.2 


^Data as of 8/31/11 

’Due to roundk^ values may not total 100% 
•Percent of total net assets 


Fund pvformance* 



Tota) returns 

UteA 

kmate annuid total returns 

1 Since 

PMforraana at NAV (%) 

QTR 

no 

lyr 

3yrs 

Syrs 

inaqrtlofl 

A ^ares 

•6J7 

•4.87 

14.40 

N/A 

N/A 

13.92 

C Shares 

•6.42 

•520 

13.90 

N/A 

N/A 

1338 

Seleci Shares 

624 

-4.65 

14.75 

N/A 

N/A 

1424 

Oow tones- U8S Commodity trtdex Tata) Return 

-11.33 

-13.62 

0.02 

N/A 

N/A 

10.49 

Upper Commodities General Funds Average 

Wilh ste dsarges (%) 

•1027 

•9.70 

2-85 

N/A 

N/A 

6.21 

A Shares whh 5.25% max. saiescharge 

-11.21 

-9.86 

829 

N/A 

N/A 

10,39 

C Shares wilh 1.00% max. C05C 

-7.42 

•620 

12.90 

N/A 

N/A 

13.38 


The Fund lawtehed on 1/lVlOand was seeded with proprietary assets. Please note the performance shown does not lake into 
consderation me inflow and outflows of cash which would have had an effect on performance. Also note, the limited performance 
track record H nx a true indicalion of how rtiis fund will perform in the long term. 

•Tht i)trfofm»Ke<ivote<IHfi*stptrfyrm»KtaiHl is oottautraatet of futurt results. Mutual (andsaresol^ to certain 
martlet risks, imestment retam ana prtndpal value of an hnstment mil Pottuate so that an investor's shares, when 
redeernetf, maybe mrtft more or less than orltlnal cost. Current performance may be bipber or lower than the performance 
data shewn, for performance current to the most recent moncfi'eotf please call 1-800-480-41I1. 


Annual operatint expenses A Shares C Shares 

Expense cap expiration d«e 2/29/2012 2/29/2012 

Expense cap(%} 1.65 2.15 

Total annual Fund operating expenses (%)' 2.33 2.7B 

Fee waivers 3Rd/o( expense tembursemenis (%)’ (0.61) (0.56) 

Net expenses (%y 1.72 222 


Strfect 

2/29/2012 

1.40 

222 

(0.75) 

1,47 


' The investment Advisor. AUmnetrarorandOistribiMf have contractually agreed to waive fees and/or reimburse expenses to the 
exfenr that font Annual Opiating Expenses (esclvdingACQuired Fund fees and Expenses, dividend expenses refat/np to short sates. 
interest, tarn and extraordinary expensesandevpenses related to the Board of Trustees 'deferred compensation plan) exceed the 
expense cap of the averape daffy net assets through the expense cap expiration date, in addition, the Fund's service providers may 
vi^aniarify wane or reimburse certain c^ their fe^ as thev may determine, pom time to time. 


Portfolio tttlistio 
inception date 
investment minimum 
Fund number 
CUStP 


A Shares CShaits Stiect 

1/13/2010 1/13/2010 1/13/2010 

Sl.OOO $1,000 $liil 

2013 2014 2015 

48121A696 48121A688 4B121A670 


Insight + Process = Results'* 


Please refer to the back of tf« i»tt for Inporlant disclosure information 
incJudlng risks assodtttd with invtstlni In the Fund. 


J.RMor gan 

Asset Management 
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MUTUAL 
U' ' HEDGE 


MutualHedge Frontier Legends Fund 

CLASS A AND CLASS C SHARES 


Annual Report 
September 30, 2010 


1-888-643-3431 

wwwj>nm)ALaEi>CE.C0M 


Distribated by Northern Lights Distributors, LLC 
Member FINRA 


MutualHedge Frmttier Legends Fund . 

Annual Letter to Shareholders for the period ended September 30, 201 0 

MutuaJHedge Frontier Legends Fund began trading on December 31. 1009 wttii an initiil NAV of $10.00. For the period ending on Septerr^wr 30, 
2010, Class A Shares returned I.OOX and Class C Shares returned OJOX. For the same nine-month period, the CASAM CISDM CTA Asset 
Weighted Index* (the "Managed Futures Index”) returned 4.93% and the S&P 500 Total Return Index” reujmed 3.89%, 

Most of the Fund’s underperformance versus the Managed Futures Index came In the first quarter of 2010, the Fund’s very first quanw of 
operations, when the Fund was down about 1%. As discussed in our last letter, this was the period during which CTA Programs (defined below) 
were ix^ui^ “on line” one at a time and were scaled into gradually. The Fund was down {.3% during the second quarter, but there was a strong 
rebound in performance during the third quarter, v^en the Fund was up a heaithy 3.3%. We discuss performance attribution at greansr imgth later 
in this lectm*. 

The Fund's investment ol^ective and strata is to achieve capital ^^redation in both rising and bIHng equity markets with an annialized level of 
voiatiii^ similar to the historic level of volatility eiqmrienced by the S&P 500 Index. 8y analyzing the interrelationships among select (»^>grams, the 
Fund seeks to con^ne them in a pwtfolio that offers more consistent performance potential with lower volatility titan individuti proems. The 
^nd gaire ecposore to managed fotures programs of selected comcnodi^ trading advisors (“CTA Prograns”) throu^ Its invesmtents In trading 
companks.* The Fund's allocation as of S^ttember 30, 2010 to the five currently selected CTA Proems is displayed briow. These allocations wIR 
v^ over time as a function of ongoing portfolio management and as new propams are identified and added to the rrdx. 

Mutu^Hedge Managed Putwes Exposure as of September 30, 2010 

I ' " ~ I Allocation % ^ued on I Allocation charges from I 


lffip;//g}obddoaiiBeMs.niantinastar.CODi/docunentiflinfy/doaaiicotiS(acc96c44344S7SOS62ea2730det7c.int4toeA)ngiuf[IO/27/20n 10:52:47 AM] 
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Tradinc Compwiy Name 

rrotionai exposure levds] 

3/3 l/20i0 to 9/30/2010 

Eteach Horizon Tradins - Hwteon Prosam, li.C 

22.3% 

-2.7% 

Cantah Trains Corm»any - Aristarchus Proenun, ILC 

21.4?^ 

4.4* 

QIM Tradins Contpany • Gtobti h^seram, LLC 

20.75^ 

-3.9* 

[Iwerton Tradinc Company - Discretionary LLC 

I7.6fi 

t.i% 

^WNTN Tradir« Company • {^versified PrMrram. LLC 

18.0% 

i.t% 


' The Fund invesis ui tiie CTA Proteins through its whoi!y>owne<i subskUary. 


The five pregnuns In terms of primary trading dwracteristics. This is reflected In their long-term historial correlations, whkh are generally 
feWy low. 


Correlation Coefficient of CTA Programs January 
200S to September 20 1 0 

Beach 

Cantab 

QIM 

■nvertoo 

Vi^nton 

3eatii Horizon. LLP 

1.00 

0.61 

-0.04 

0.63 

0.73 

Zantab Capital Partners. LLP 

0.61 

1.00 

0.05 

0,47 

03S 

Quantitative Investment Manacement LLC 

-0.04 

0.05 

i.OO 

0.07 

■0.10 

Hverton Tradinc, Inc 

0.63 

0.47 

0.07 

t.00 

0.42 

iMn^n Capital Manacement 

0.73 

0.56 

•0.10 

0.42 

1.00 


Nott that the hind g^ns ecposure to these CTA Programs through trading corr^anies managed by the CTAs list^ above. The correlation 
coefficients In the chart above are based upon each CTA's track record. Not all CTAs have track records for dw Ml period of dils arejysls. 
incef^on dates for diese are: Beach Horizon: May 200S; Tivemn: April 2006: Cantab; March 2007. The track records, vdth the exnption of Beach 
Horizon and Cantd) which use a modd account are the con^site track records of the respective CTAs. and do not include fees and expmes 
associattd t^hh an invesonent In the Fund including the indirect expenses of die Fund's subsidiary and the CTA Programs. 

C<»T«laliofl Coeffident: The correlation coefficient r, indicates both the strength and direction of the relationship becweai the ind^endwit and 
dqsendcmt varialdes. Values of r range from -1.0. a strong negative relationship, to > 1 .0, a strong positive relationship. Whm r«0, th«% is no 
rdationship between the S&P 500® and the other funds It is being compared to. 

In reviewing the Fund’s perforrrwice, it is important to recognize tiiat CTA Programs can hold long, short or neutral positions, with the potmtiai to 
earn profits In rising or felling markets across the sbc different sectors: metah. energy, agricultural, currencies, interest rates and stock indexes. 

For the period from inception through September 20. 2010, three of our five CTA Programs posted positive r«urns of 9.6X, 2.9% and 1.5%. 
respecdvdy. while the two negatively performing programs returned *4.1% and -5.7%. The underlying CTA Programs’ month-by-month results also 
attest to the feet that the five proems have widely var)1ng sources of returns: there v»s not a single rrtonth in which all five programs traded down, 
and two months in which they all earned positive returns. Further, their best and worst months of performance generally did not coincide. This 
pactism of monthly returns reflects the low correlations among the programs and illustrates the pottntlal benefic of a diversified portMlo. 

167S-NLD-11/12/2010 


The drivtH^ of performance also tend to differ across the programs. The best performing program, Winton, earned tite bulk of its positive 
performance fetmt trading inwrest rates, currencies and mecais, wNIe experiencing smaller losses In stock indexes, energy, artd ^etdturais. The 
worst perfomring prograra QIM. incurred losses mainly in tra<fing s^dc indexes, as well as In all other market sectors except Inurest ratts, vtiiich 
were sil^itiy profiable. The remaining three programs were all profit^e In Interest rates and metals; Beach Horizon and Cantab had meaningful 
losses in the otiter four sec«>rs. while Tiverton's losses were smdier. ^ the whole, thea interest rates were the most si^ifieant positive 
omtributor to Fund performance, followed by metals, while the losing seoors were led by stock indexes. 

Other contributors to the Fund's underp«4onnance versus the Managed Futures Index include; the feet that (1) the Fund’s Investments In the CTA 
Pro^ams do not corresptmd the exponents and weightings of the Managed Futures Index and some managed futures strat^^ ntay not be 
r^resenttd in the Fund, and (B) tiie tinBng effects of the Funtfs new investments into the trading companiw may cause witperformance or 
underpwformance apinst the Managed Futures Index 

A material portion of tiie Fund is Invested In securities known as exritange traded funds (ETFs). which are desij^ed to nBMc the perfi>rmance of 
specific fbod-income indices. These investmenQ may have material effects on the Fund's overall performance For the period from inception 
through Sepounber 30, 2010, the CTA Progranru out-performed the ETFs. 


l>ttp://globtfdocta»Mtuiioniiipt*r.MiiVdoei)ni«ntiibwy/doc«mesV3fSee96c44344t750S(2e*2730efDt7<.DU(loe/angmii{l(V27^l I 10:52:47 AM] 
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Realms on tint Fund’s investment in the Subsidiary are net of the management fees and incentive fees of the trading companies. The aggr^te 
weig^Jted average managwnent fee and weighted average incentive fee of tiw trading companies. In which the Subsidiary invested, were 0.64% of 
assets under numagem«it and 24.55% of trading ^ofits. as of September 30. 2010. 

Mariwt Commentary 

in May this year, tite “flash cr»h’‘ In U.S. stock markets raised some serious concerns in the n^nds of investors, it is worth noting that drcuit 
break^ in the S&P index fetures maHcet were tiigg^’ed and succeeded in sio^ng down trading, demonsoatmg the efficacy of some of the safety 
nets that have the potential tx> protea futures maricets. The trading systems of our CTA Programs also appear to have been robust mouj^ to 
withstand the shock. Virile four of our five propams did have negative performance during May, the Fund lost only about 1.5%. For comparison, 
ti« worst month during this year for the Managed Fumres Index was January, when it Wl as much as 3.0%. 


1678-NU)-11/12/2010 


The i^obal economy continued to prow during the second and third quarters, although the outlook renains vreak and policym^oua face seveal 
Glct^ imbatwces. The headline story during recent montiis has been dte rafly fe bonds, catalyzed by the we^ economy and acpectatiwu of further 
quantitative easing by the U.S. Fede^ Reswe. int«‘est rates are unusu^ tow. espedalty in developed economies, reflecting botin aggressive 
monetary poflcy as wet! as we^ demand for o-edlt. As mon^ flows out of these countries and into emerging econorr^es, where int^tst rates are 
higher, upward pressure develops on tineir currendes, potentially hurting exports. The higher rates of econorrric p-oyrtin in these counoies are also 
creating inflationary fxessures. v^ich may result in titter moneary prides and further interventions in currency markets. 

Me 9 nwhfle. the effects of the flnanci^ mdtdown are still being felt mdniy in developed economies as businesses and banks hoaitl ash and deleverage, 
in the U.S., marHifacturing continues to increase at a very slow pace. tfersonaJ inconve and spending have intreased modesdy, while consum«- 
confidence remafes low. The housing market has not shown signtflant sipts of recovery. The good news is tiiat inflation appears to be under 
comrot. at least for the foreseeable future. Additionally, the oudook for emer^ng economies like China and India remains positive. idbeittenp«’ed 
by iong»‘>tmn dtallenges and the need for structural changes. 

The price of gold continues to climb, possibly a reflection of its status as a perceived safe haven. Energy markets have been fairly cpiiet, while 
apicuicural prices have displayed an upward trend. Ocher significant market dWeiopments have included the sovereign debt crisis in Europe, the 
we^cness of the U.S. dollar, the strength of the Japanese yen. The high probabliity of gridlock in Washington after the U.S. dections a(^>e»? to have 
energ^ed Wail Street and the equity nTarketi. The prospect of lower taxes, lower deficits and a lower levei of effort directed cowsrds r^latory 
reform of the markets is appealing to many market participants. 

Althou^ we are pleased vritif the Fund's recent performance, beause of the unpredictable nature in the short*term of finandal markets and most 
asset classes, we encourage investon to focus on holding a portfolio that contains a mbc of stocks, bonds, cash ^ alternative ass« classes 
appropriate for thdr fong-cerm goals. Such a well-bdanced portfolio an provide protection from volatility v^ile also affording opportunities for 
potential long'term growth. We believe chat the Fund can play an Important part in such a portfolio. 

Thank )rau for investing in the MutualHedge Frontier legends Ptmd. 

1678-NIO-11/12/2010 


* The CASAM CISDM CTA Asset Weighted index reflects the dotlar-welghted performance of Commodity Trading Advisors (CTAs) 
n^rting to the CASAM CISDM Database. CTAs trade a wide variety of OTC and exchange-traded forward, futures and options markets (e.g.. 
|:^ysica!s, currency, financi^, based on a wide variety of ending models. In order to be ir>duded in the Asset Weighted Index universe, a CTA must 
ha^ at least $500,000 under management and at least a i2-month track record. The index goes back historially to January 1^. Source: 
casan^iedge-com. 

•• The SAP 500®Totai Return Index Is widely regarded as the best single gai^ of the U.S. equities market. This world-renowned Index 
includes ^ leading companies in leading industries of the U.S. ecwiomy. Although the S&P 500 focuses on the large ap segment of the market, with 
ap{H‘ 0 )dmately 75% cov«^e of U.S. equities, it is also an Ideal proxy for the total market Total return provides investors vdeh a price-plus-gross 
cuh dividend return. Gross cash dividends are applied on the ex-date of the dividend. Source: standardandpoors.com. 


1678-NU5-li/12/2010 
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MutualHedge Frontier Legends Fund 
PORTFOUO REVIEW 

September 30, 2010 (Unaudited) 


The FuncTs perfomwKe fifures* for the period end<n{ S^^itember 31^ 20l0i compared to ha bendimaricr 


Inception** - 
September 30, a>IO 


MuBalHedte Frontier Lefenda Fund - Qaaa A t.OOX 

Mutusi^edie Frontier Letendt Fimd - Oau A itAh toed -4.81% 

MutulHedse Frontier Lesends Fund - Oats C 0.S0% 

CASAM CISDK CTA Aaaet Wei|;bad Index 4.93% 

Stf 500 Toni Renam tndec 3.89% 


* The p etjbrwonce dew puoted hen repretentt pea perfennena The p eflbnwana comperBcn miids rdmewnett «f ef dMdeneb ondc^dd folni endhateCRsefuied^tfie Ooa A 
metimum oppfcoUe ttfet chwie ef5.75% cirreni p erfHtrma moir b* foner «r Nfhar then dc perjenne t it e date puoted sbne tet perghrmonee bwfuanMCee ef /Mure rcnfet The 
iBie a rngte reiien end prliKfoalwlWi^w IrweamerxtdtprcBiettw the Wrener'i dwea>»hw redeemed mcy be north mere er fee tfwri their erifwdcBttTforenimtdw^ 
the deduotan ef mm diet e d wrehrtde r would p^ en Fund darttuCorw «r en the redemption af And mem. Ferfbrmenee (^uret ler periods ptmr then I rear are ermolzed The Fund's 
ae< erwurdeperetiHf etperm ore 120% frfOaa A sheret 19i% fix OtagCtherei per ttejateiaryl. 2010. preyeOMi Far perjbrmana i nftr m etien current to da moatemntrtrciBlhend 
pkaseealtot-fitt l-888-d43-343l. 

The CASAM OSOM CTA Asset Wei|hied index reihris the d ol a r w el p M d perlbrmen ee ef Cenenedy Trodnf Addters (CTAi) reperdrf u the CASAM QSOM Ocwbose CTAs trwiee wide 
mieq' of OTC end enherye-troded fbra«rd finm and aptiers medcen fh-t. phttieeti. curTcnc)r. fnand^. hesed on e wide Mrtev af vodhcmadeh in order u he Minfed in the Asset 
Wel(fwdfodeiinheQi;oCrAinimho«eecletmS50ft000(ndermene|emeniandatleaae IT-morehirsdirtcvd The Wdex fees hade Mstotieoiy mjanuery 1980. 


** tneaption dm k December 3 1 , KI09. 



Tlte Fund’s Top A»et Cluses are 

Snr t ore 

Exchante Traded Funds - 8oi>dt 
Sys»natic Tradirtt Con^anies 
Otiter, Cadi & Cash Equtv^ts 


X,0lM«tAlH>O 

56.3% 

19.2% 

24,5% 

100.00% 


MutuaiHtdge Frontier Legends Fund 
CONSOLIDATED PORTFOLIO OF INVESTMENTS 
September 30, 20 i 0 

Shares .Value 


hitp;//gjc^documenti.iBormRptV-cao>/documei)tlibrarj'/<tocum<nl/5ncc96c44344t7SOK2«a2730efOs7cmsdoc/oh8iaa]Il(ll27SOl1 10:S2:47 AM] 
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EXCHANGE TRADED FUNDS • 56.3% 


210.375 

203.630 

22,490 

88Z5I3 

inures Bardays I -3 Year Credit Bond Fund 
iSiares Barclays Agirefate Bond Ftaid 

iShares SSF/Citigroup 1*3 Year intematiwia) Treasury Bond Fund 

PowerSlares VRDO Tax-Free Weekly Portfcrfio 

$ 

22,097,790 

22,124,399 

X365,948 

22.058.412 


TOTAL EXCHANGE TRADED FUNDS 

(Cost $68,160,093) 


68.646,549 

8.581.423 

6.6SZ569 

4.578,664 

1,78X534 

1.727,763 

SYSTEMATIC TRADING COMPANIES • i9J£% 

Beadi Horizon Tradtnf Co. * Horizon frofram, LLC • + 

C^tab Trading Co. • Aristarchus Program, LLC * + 

QIM Trading Co. - Global Propwi, LLC • + 

Tiverton Trading Co. - Discretionary Program, LLC * + 

WNTTvl Trading Co. • Diversified Program, LLC • + 


6,943,487 

7,289,020 

3,860,776 

X20I.537 

3.109.507 


TOTAL SYSTEMATIC TRADING COMPANIES 

(Cost $19,986,110) 


23.404,327 


TOTAL INVESTMENTS - 75.5% (Cost $88,146,203) (a) 

OTHER ASSETS AND UABIUTIES - 24.5% 

5 

92,050,876 

29.96X446 


TOTAL NET ASSETS - 1 00.0% ^ 

$ 

12X013.322 

Ki^resemt cost for flnandal reporting purposes. Aggregate cost for ftskni ox purposes Is $88, 148,203 and differs from market value 
by net unreaBzed appreciation (depredation) of securities as follows: 

Unrealized Af^>redadon: $ 3,921,918 

1 Deorec^tion; ( 1 7,245) 


Net Unrealized ^predation; 

$ 

3.904.673 


*Non-lflcome producing Inwtment 

*This Invenment Is i hol^ig of htutuaHedge Fund Limited SPC 


See acccnnpanyiRg notes to financial staietnents. 


AAutualHedge Frontier Legends Fund 
CONSOLIDATED STATEMENT OF ASSETS AND LIABILITIES 
September 30, 20 iO 


ASSETS 

invenm<mc secunties: 


At cost 

$ 

88.146,203 

At value 

$ 

9X050.876 

Cash 


29,177,552 

Recwvable for Fund shares sold 


1,019,195 

Dividends and interest receivable 


6,030 

h^pald expenses and other assets 


269 

TOTAL ASSETS 


12X253.922 

LIABIUTIES 

invKOnent advisory fees payable 


113,309 

DistributiiMi ( 1 2b- 1 ) fees payable 


26.788 

Fees payable to other affiliates 


18,716 

^yable Fund shares repurchased 


1,850 

Accrued e9q>ense5 and other liabilities 


79,937 

TOTAL LIABILITIES 


240,600 

NET ASSETS 

$ 

12X013,322 

Composition of Net Assett: 



Paid in capital [$0 par value, unlimited shares autitorized] 

$ 

! 18,108,649 

Net unrealized af^redati^ of investments 


3.904.673 

NET ASSETS 



12X013,322 


Net Asset Value Per Share; 

Class A Shares: 

Net Assets $ 113,177,204 


httpt//^ob8Jdoeum«nts.iitom3»^ttf.cotn/documendilsvy/(k>c«snesC/5f8cc96c44344S750862ea2730efOa7c.Risdocforig]naif!0 111 10:S2;47AMI 
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Shares of benefidaJ Interest outstanding 


1 i. 203,024 

Net asset value (Net Assets Shares Outstantfing). offering price 
and redemption (Mice per share (a)^} 

$ 

i0.i0 

Maximum offeing price per share 

(net asset value plus maximum sales chat^ of 5.75%) 

$ 

10.72 

Cfess C Shares; 

Net Asses 

$ 

8,836,! 18 

Shares of beneficial interest outstanding 


879,246 

Net asset value (Net Assets Shares Outstanding), offering price 
and redemption price per sl»re <b} 



i0.0S 


(a) Fw cmaln purchases of SI mllliwi or more, a iX contingent de fer red ales charge max apply to redemptions made within 
twe^ months of purchase. 

(b) Redemptions made within ^tbys of purchase rr«x be assessed a redeirption fee of I.OOSL 

(c) On investments of S2S,000 or mona the offering price is reduod 

See aomnpanying notes to financial satsnens. 


MutualHedge Frontier Legends Fund 
CONSOLIDATED STATEMENT OF OPERATIONS 
For the Period Ended September 30, 20 1 0(e) 


INVESTMENT INCOME 

Dividends 

$ 207,150 

interest 

20,587 

TOTAL INVESTMENT INCOME 

227.737 

EXPENSES 

investment advisory fees 

388,406 

Professional fees 

iOZ9Q3 

Distribution ( 1 2b> I ) fees; 

Class A 

53,861 

CiassC 

13,030 

Transfer agent fees 

44,112 

Administrative services fees 

40,Si7 

Accounting services fees 

22,171 

Registration fees 

12.488 

Compliance officer fees 

9.853 

Printing and postage ei^enses 

9.853 

Custodian fees 

8.129 

Trustees fees and expenses 

5,941 

insurance expense 

464 

Other expenses 

3,972 

TOTAL EXPENSES 

715.700 

Less: Pees waived by the Advisor 

(206.650) 

NET EXPENSES 

509.050 

NET INVESTMENT LOSS 

(281.313) 

REAUZED AND UNREALIZED GAIN ON INVESTMENTS 

Net realized ga^ from security transactions 

1,442 

Net dtvtge in unrealized appredation (depredation) of Investments 

3.904.673 

NET REAUZED AND UNREALIZED GAIN ON INVESTMENTS 

3.906.1 IS 

NET INCREASE IN NET ASSETS RESULTING FROM OPERATIONS 

$ 3,624,802 


(a) The HutxalH^ge Frontier legeiKls Fund co mm e n ced opemfons on December 31, 2009. 


See accomparQrhtg notes io financiai statements. 
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Mutua/Hedge Frontier Legends Fund 
CONSOLIDATED STATEMENT OF CHANGES IN NET ASSETS 

For li»e 
Period Ended 
September 30, 


2010 (a) 

FROM OPERATIONS 

Net investment loss S (281,313) 

Net realiied gahi from seoirity transactions 1.442 

Net change in imrealized appredation (depreciation) of investments 3,904,673 

Net increase in net assets reailting from operations 3,624,802 

FROM SHARES OF BENEFICIAL INTEREST 

Proceeds from shares s^d: 

Class A 114,100,529 

Class C 8,588,156 

Redemption fee proceeds: 

Class A 1.434 

Class C 

Payments for dtves redeemed: 

Class A (4,287,819) 

Class C . (13,871) 

Net fecrease in net assets from shares of beneficial interest I i8,3TO.S20 

TOTAL INCREASE IN NET ASSETS 122,013.322 

NET ASSETS 

Bwinning d( Period 

EndofPeriod S 122^13,322 

SHARE ACTIVITY 

Class A: 

Shares Sold 1 1 ,638,89 1 

Shares Redeemed (435,867) 

Net increase in shares of beneficial Interest outsanding 

Class C: 

Shares Sold 880.644 

Shares Redeemed (1.398) 

Net increase in shares of beneficial interest outstanding 


The MutualHedfe Frontier Legends Fund cornmenced operadont on DecenOer 21. ^)09. 
See aceompanylni notes te financhi ta tementa. 


MutualHedge Frontier Legends Fund 

CONSOLIDATED FINANCIAL HIGHLIGHTS 

Per Share Data and Ratios for a Share of Beneficial Interest Outstanding Throuj^iout the Period 


Net asset vafcie, beginning of period 


Class A 

o^c 

Period Ended 

Pwtod Ended 

September 30, 

September 30, 

2010 fl) 

2010 (I) 

$ to.oo 

$ 10.00 


Activity from bivesonent ope^tions: 


htq);//^obtidoc«ratntsnKBUBg3t«t.com/doeuinendibrary/docan!ent/Sf8ee96c443*48750862ea2730eroi7csnsdoc/erigw«ti{10/27/201 1 10:52:47 AM] 
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Net liiveitmein loss (2) 

(0.09) 

(0.14) 

Net reiriized and unrealized 

gafo on fovestmens 

0.19 

0.19 

Total foom inveRmett operaUont 

0.10 

0.05 

Net ataec value, end of period 

S iO.IO 

$ 10.05 

Total ream (3}(6} 

I.OOX 

030X 

Net asaeei. at «kI of period (000s) 

S H3,177 

s B.m 

Ratio frost e]q>eflses to averaje 

net assets (4)(5)(6) 

I98X 

5.97X 

Ratio of net expense to ave-^ 

net assets (SK4} 

120X 

195% 

Ratio of net bwestmax loss 

to avenfe net assets (5)(7) 

(1.19)9; 

(l.99)X 

Portfofio Turnover Rate (8) 

OX 

0% 


(1) The MubalHe^p Frontier Le|ends Ftind's Ch» A v>d Qa» C thares eonvnenced opemioni December 3 1. 2009. 

(2) Per share amoums akutated usk( the average shares metftod. which more approprineiy presems the per shaa data for the period 
{3} Total rea»mt shown exdtKle the effea of atyBcable sales dtarges and redempt io n fees. 

(4) Represents the ratio of eqieiuet to avera^ net assets absent fee waivers antifor expense reirrbarsements by the Advisor. 

(5) Amutilad for perfods less than one foil yt». 

(6) Does not Indude the expenses of other investment companies In which the Fund invests. 

(7) Reco(iAlon of net investment focome by the Fund Is affected by the tirrSns of the declantion of dividends by the 
undeHyin{ In ves t ment companies in wWdi the Fund invests. 

HB) Notannualized 

See accow pa ny ta t notes » Rnaneiit satements. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

September 30, 20 1 0 


1. ORGANIZATION 

The MutualHedge Frontier Legends Fund (the “Fund”) is a non-diversified series of shares of b^efidal interest of Northern Lights 
Fund Trust (the “Trust"), a statutory trust organized under tiie laws of the State of Delaware on January 19. 2005, and Is registered 
under the Investment Company Act of 1940. as amended (the "1940 Act"), as an open-end management investment company. The 
Fund currently offers two distinct share classes; Class A and Class C shares. The Fund seeks to achieve ca^ial appreciation In both 
rising and felling (bull and bear) equity markets wttii an annual vofetiKcy that is generally lower than the volatiiity experienCTKi by the 
S&P ^ index. The investment objective of the Fund is non-fundamental and may be changed without shar^lder approval 

The Fund oirrencly offers Class A and Class C shares. Cfass C shares are offered at net asset value. Class A shares are offered at 
OCT asset value plus a maximum sales charge of 5.75X. Each class represents an Interest In the same assets of the Fund arid classes are 
klCTitical exc^ for differences in their sales charge structures and ongoing service and distribution charges. All classes of shu^ have 
etpid voting prMleges except chat each class has exclusive voting rights with respect to Its service and/or distribution (risuts. The 
Rind’s income, <oq>enses (other than class speriflc distribution fees) and realized and unrealized gains and losses »^aJiocaied 
proptxtionately each day based upon the relative net assets of each class. 

2. SIGNIFICANT ACCOUNTING POLICIES 

The foiiovring is a summary of significant accounting potides followed by the Fund in preparation of is consottdated flnancla! 
statemens. The policies are In conforml^ with accounting principles genei^iy accepted in the United Sates of MiCTlca ("GA^'). 
The preparaticm of the consolidated financial statemens requires management to make estimates and assum{Xjom tiiat affect the 
rqx^ted amouns of asses and liabitities and disclosure of contingent asses and liabiliti^ at the dan of the consolidattd financfel 
statemens and the reported amouns of Income and expenses for the period. Actual resds could difftt* feom tiiose estimates. 

Security Valuation - Securities, including exchange traded foods, listed on an exchan|^ are valued at the fest reported side price at 
the cfose of the regular trading s^sion of the exdtange on the foisiness day the value is being determined, ct* in the case of securities 
listed on NASDAQ at the NASDAQ Official Closing Price (“NOCP”). In the absence of a sale such securities shall be vidued at the 
last bid ^icc on the day of valuation. If market quotations are not readily available or if the Advisor bdieves the martet quotations 
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are not reflective of market value, securities will be valued at ti»eif fair market value as determined in good faltii by the Trust's Fair 
Value Committee and In accordance v^tii the Trust's Fortfc^o Securities Valuation Procedures {the “Procedures”). The Board of 
TnBttes (the “Board") will review the feir value meti>od In use for securities requiring a feir market value detesTnination at least 
quarterly. The FVocedures consider, among others, the foBowIng factors w dettt-mlne a security’s fair value; the nature and [wldr^ 
Mstory (If any) of the security; whetha* any dealer quotations for the security are available: and possiUe valuation methodologitt that 
could be used to determine the fair value of the securiqr. Invesonents In Syswnatic Trading Companies are valued at a feIr value 
based on the net asset value as reported by undoing trading companies. Short^tisim debt obligations haring ^ days or less 
rwnaining until maturity, at time of purchase, are valued at anwrtlied cost. Investments In open-wid investmoit companies in valued 
at net asset value. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

The Fund utUizes various n>ethods te measure the h\r value of most of its investments on a recuiring l»sis. GAAP establishes a 
hierarchy that (Kiorltizes if^»uts to valuation methods. The tivee levels of input are: 

Level I - Unadjusted quoted ^ices In active markets for identical assets and iiablBties that the Fund has the abiii^ to access. 

Levd 2 - ObservaWe inputs other ti«n quoted prices included In Level I that are observaWe for ti»e asset or ii^iUty, either directly or 
indirectiy. These Inputs nay Include quoted prices for the Identical instrument In an inactive market, pric^ for simitar instnanents, 
inters rates, pn^yment speeds, credit risk, yield curves, defouh rates and similar data. 

Levd 3 - Unoteervabfe Inputs for the asset or liaUiity, to the extent relevant observable inputs are not avaitabie, r<f^r»«»ting the 
Ftmd's own assumptions i^out the assumptions a market partidpant would use in valuing the asset or liabiitty, and would be based on 
the best information available 

The availability of c^ervable Inputs can vary from security to security and is affected by a vride variety of Actors, indudin^ for 
examf^ tite type of security, whether the security is new and not yet established in the marketplace the liquidity of maricets, ^ 
other chvact^istics partlcu^ to tite security. To the extent tiuit valuation is based on models or Inputs that are less observal^ or 
un^ervat^e in the nrarket, tite determination of fair value requires more judgment Accordingly, the degree of judgment acercised in 
detenvBrdng fair value is greatest for instruments categorized in Level 3. 

The Inputs used to measure value may ^11 into different ievds of the foir value hierarchy. In such cases, for disclosure (mrposes, 
the iew^ In the fair value hierarchy within which the ^ir value measurement laHs in its entirety, is determined based on the lowest level 
input that is significant to the fair value measurement in its entirety. 

The Inputs or methodology used for valuing securities are not necessarily an indication of the risk associated with Investing in chose 
securities. The following tables summarize the Inputs used as of September 30, 2010 for the Fund's assets and liaMlities measured at 
fair value: 


ySiutuo/Hedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 20 1 0 


ASSCQ 

level 1 

Level 2 

Level 3 

Ton! 

Exchante Traded Funds 

S M.646.S49 

S ■ 

$- 

S M.64i.S49 

Srstematic Tradini Companies 


23.404.327 


S 23,404.327 

Too 

$68.64«.S49 

$ 23.404.327 

* - 

$ 9I0S0.876 


The Fund did not any Level 3 securities durbtg tiie period. 

MutualHedge Fund Limited SPC (MFL«$PC)-The comolidated financial statements of die Fund include MFL-SPC, a vritolly- 
owned and controlled subsidiary. Mi inter>company accounts and transactions have been eliminated in consolidation. 

Tlte Fund may Invest up to 25% of its total assets In a segregated portfolio company ("SPC"), vrfiich acts as an invescnent vehicle in 
order to effect certain investments consistent vdth the Fund's Investment objectives and policies. 

MFL-^C Invests in the global derivatives nsarkets dirou^ the use of one or more proprietary global macro tradlr^ ^o^ms (“|^t»l 
macro fwograms"), which are often labded 'managed futures" programs. Global macro propnrrtt attempt to earn profits In a v»-lety 
of mwicets by en^bylng long and short trading algorithms applied to futures. of«}ons. forvwrd contracts, and other derivative 
instrutrtencs. It Is anticipated that the global macro programs used by MFL-SPC vrill be tied to a >Qriety of global markets ftjr 
currencies, interest rates, stock market indices, energy resources, metals and agricdturai |M-oducts. MFL-SPC's invescrxwt in a gk^jaJ 
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macro pro^m may be dirough invesonent in one or more unaffiliated private investment vehicles or unaffiliated commod'r^ pools 
("unaflMlated tradlt^ companies”) adwsed by one or more cormnodity trading advisors or “CTAs" rostered with the U.S. 
Cormnodlty Fuoires Trading Commission. The Fund or l^-SPC do not consolidate die assets, liaWlities, capital or operations of the 
trading con^viies inte dieir flru^cial statemeits. Rathe-, the ur^fffiiated trading companies are separately |»-esented as an investment 
in the Fund’s consolidated pordolio of investnxmts. Income, gains and unredized appredation or depreciation on the investmeits In 
the tradir^ companies are recorded in the Fund's consolidated statement of assets and liabilities and the Fund's consolidated scatsmeit 
of^eations. 

in accordance wldi Its investment ob)ectivtt» and through its exposure to the aforementioned global mao-o proems, the Fund may 
have increased or decreased exposure to one or more of the following ride htetors defined bdow: 

ComtTKK^ Risk. Commodity risk reiaras to die divige in value of commodities or a>mmodity indexes as diey relate to increases or 
decr^ses in the commodities market. Commodrdes are physical assets that have tangible properties. Boimples of these types of 
assets are crude oil, heating oH. metals, livestodc, and agricuhural products. 

Credft Risk. Credit risk relates to the aUlity of the issuer to meet interest and principal payments, or both, as they come due. in 
g«i«-al, ImwtH’-grade, high«'-yield bonds are sidiject to credit risk to a greater extent tiian !ow^*yield. higher*quail^ bonds. 

Equitf Ride. Equity risk relates to the change in value of equity securities as they relate to increases or decreases in the general market 


MutuatHedge frontier Legends Fund 
notes to consolidated financial statements (Continued) 

September 30, 20 1 0 

Foreign Exdiange Rate R^. Foreign exchange rate risk rdates to the change In the U,S. dollar value of a security held that is 
dtftorttinated ki a foreign cuirency. The U.S. dollar value of a foreign currency denominated security will decrease as the dollar 
appreciates a^inst the currency, while the U.S, dollar value will Increase as the dollar depredates against the currency. 

Intenst Rate 'Risk. Interest rate risk refe-s to the fluctuations in value of fixed-income securities resulting from the inverse r^tiot^hip 
between price and yield. For example, an Increase in genera! interest rates will tend to reduce the market value of already issued 
fixed-income Investments, and a dedtne In general interest rates wilt tend to increase their value. In addition, debt securities with 
longer 

maujrities. which to have hi^er yidds, are su^ect te pot«itially greater fluctuations In value from changes in interest rates than 
obligations with shorter maturities. 

Vohtttty Risk. Volatility risk refers to the magnitude of the movement, but not the direction of the movement, in a finandal 
instrument's price over a defined time period. Large increases or decrees In a financial instrument's price over a relative time period 
t)^tolly indicate greater volatility risk, while sm^l increases or decreases in its price Really indiate lower volatility risk. 

Please refer to the Fund's prospectus for a full listing of risks assocteted with these investments. 

A summary of die Fund's investments in the MFL-SPC is as follows: 



MutualHedge Fund Umited SPC (MFL-SPC) • 



September 30, 2010 




Fair Value of Systematic Trading Companies 

$ 

23,404.327 


Other Assets 

S 

49,9SS 


Total Net Assets 

$ 

23,454,282 


• . V ■ ^ 




Percentage of the Fund's Total Net Assets 


19.22X 

* MFl-SPC commenced operations on ianuary 12, 2010 


For tax purposes. MFL-SPC is an exempted Cayman Investment company. MFL-SPC has received an undertaidng foom the 
Government of die Cayman Islands exen^ting It from all local Income, profits and capital gains taxes. No sudi taxes are levied in die 
Cayman Islands at the present time. For Ui>. income tax purposes, MFL-SPC is a Controlled Fordgn Corporation and as such \s not 
street tt> U.S. income tax. However, as a wholly-owned Controlied Foreign Corporation, MFL-SPC’s n« income and capital gain, to 
the «<twt of its earnings and profits, will be included each year in the Fund’s investment company taxable income. 

Security Transactions Related Income - Security transactions are accounted for on trade date basis, interest income is 
reco^i:^ on an accruti basis. Discounts are accreted and premiums are amortized on securities purdiased ov^ the lives of the 
respective securities, i^dend income is recorded on the ex-dividend date. Realized gains or loss« from sales of securities are 
determined by con^aring the identified cost of tite security lot sold with the net sales proceeds. 
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MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 20 ! 0 

DMdends and Dbtiibudons to Shareholders •> Dividends from net liwesunent income, if any, are declared and paid at least 
annually. CNstrfbuQWe net realized caftol ^ns, If any. are declared and distributed annually. Dividends from net investmwit Income 
and distributions from net realized gains are determined In accordance with federal Income tax regulations, wdiich may differ from 
GAAP. These '‘book/tax" dHferwces ^e considered 6lth«- temporary {l-e-. deferred losses, raptol loss carry forwards) or pwmanent 
In nature. To the extent these differeices are permanent fe nature, such amounts ^e redassifled within tite con^sition of net assets 
based on titeir federal tax-batis treatment; ttrr^)orary differences do not require reclassification. Dividends and distributions to 
shareholders are recorded on ex-dMdend datt. 

Catsh and Cash Equivalents - Cash and cash equivaimts indude cash and ovemi^t investments in interest-bearing demand 
deposits vdth a fbiancial Institution with naturities of three montits or less. The Fund maintains d^osits vwth a high quality financial 
institution in an amount that is In excess of federaHy insured Umits. 

Feder^ fnoMne Taxes -The Fund Intmds to continue to con^ with the requirements of tite Internal Revenue Code ;^|:^icabie 
to related btvessnent companies and to distribute all of Its taxable income w its titareholdm. Therefore, no provision for ^eral 
income tax is required. The Fund recognizes the tax benefits of uncertain tax positions only where tite position is “more litely than 
not” to be sustained ^sunting examination by tax authorities. The Fund identifies its major tax jurisdictions as U.S. Federal, Nebraska 
and foreign Jurisdictions where the Fund makes significant Investments; however the Fund is not aware of any tax positions for which 
it is reason^irfy posstUe that the total amounts of unrecognized tax benefits will change materially in tite next twelve montiu. 

indemnification - The Trust Indemnifies Its officers and trustees for certain liabilities that may arise from the performutce of their 
duties to tite Trust Additionally, in the normal course of business, the Fund enters into contracts that contain a variety of 
r^resentations and wuranties and whitii pro^de general Indemnities. The Fund's maximum exposure under titese arrangements is 
unknown, as titis would involve future daims that may be made against the Fund that have not yet occurred. However, based on 
etqterience, the risk of loss due to these warranties and indenmities appears to be remote. 

3. INVESTMENT TRANSACTIONS 

Fw tile period ended September 30. 2010. cost of purchases and proceeds from sales of portfolio securities, otiter than short-twTn 
investment and U.S. Government securities, amounted to $68. 1 46,203 and $0. respectively. 

4 . INVESTMENT ADVISORY AGREEMENT AND TRANSACTIONS WITH AFFILIATES 

The business activities of the Fund are overseen by the Board, which Is responsible for the overall management of tite Fund. Equinox 
Fund Management, LLC serves as the Fund’s Investment Advisor (the “Advisor”). The Fund has employed Gemini Fund Services, LLC 
(“GFS”) to provide administration, fund accounting, and transfer agent services. A Trustee and certain officers of the Rind are also 
officers of GFS. and are not paid any fees direedy by the Fund for serving in such capacities. 

MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

Rirsuam to an Advisory Agreement with the Fund, the Advisor, under the oversight of the Board, directs the daily operations of the 
Fund and supervises the performance of administrative and professional services provided by others. As compensation for its services 
and the related expenses borne by tiie Ad^sor, the Fund pays the Advisor a management fee. computed and accrued daily and paid 
monthly, at nr annual rate of 1 .70% of tite Fund’s average daUy net assets. 

Rjrsuant os a written contract (the “Waiver Agreement"), the Athdsor has agreed, at least until January 31. 2012, to wtive a portion 
of its advisory fee and has agreed to reintburse the Fund for other expenses to the extent necessary so tiiat the total »penses 
incurred by Fund (excii^ing front-end or contingent deferred loads, brokerage fees and commissions, acquired fond fe^ and 
expenses, borrowing costs such as interest and dividend expenses on securities sc^d short, or extraordinary expenst^, such as 
Wtiption, not incuired In tite ordinary course of the Fund’s business) do not exceed 2.20% and 2.95% per annum of the Fund’s av«7q[e 
<Wly net assets for Class A imd Class C shares, respectively. For the period ended September 30, 20 1 0. the Advisor waived fees in 
the amount of $206,650. 

If the Advisor waives any fee ^ reimburses any expense pursuant to the Waiver Agreement, and the Fund’s Operating Expenses ve 
subsequently less than 2.20% and 2.95% of average dally net assets attributable ti} Class A and Class C sh^^, respectively, tite 
Advisor shil be entitled to r^mburswnent by the Fund for such waived fees or reimbursed expenses provided that such 
reimbursement does not cause the Fund's expenses to exceed 2,20% and 2.95% of average daily net assets for each share class. If 
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Rind Operatir^ Bq»enses attributaUe to Class A and Class C shares subsequent]/ exceed 120% and 195%. respectively per annum of 
the average d^fy net assets, the reimbursements shall be suspended. 

The AtMsor may sedc reimbursement only for ejq>enses waived or pitid by It during the tiiree fiscal years prior to such 
rdiT^(fl^«nent: provided, however, that such expires of^ be reimbursed to the extent tiiey were waived or paid after the 
dace of the Walv^ Agreement (or any similar agreement). The Board may terminate this exf^mse nsimbursement arrangement at any 
tinw. 

As ofSe^ranber 30, 2010, the Advisor has $2(^,650 of waived expenses that nuy be recov«-ed no later chan Slumber 30, 2013. 

The Board has adopted a Discibution Plan and Agreement (the "Plan") fHirsuimt to Rule 12b-! under tite 1940 Act. The Plan 
provides that a montitly service and/or distribution fee Is calculated by Rmd at an annual rate of 0.25% of the average daily net 
assets aoributable to ^e Class A shares and 1. 00% of tite average daily net assets atoilxitabie to Class C shares and is psdd to 
Northesm Ughts Distributors, LLC (the ‘'Distributor"), to pro^dde compensatiem for ongoing distribution-related activiti^ or services 
artd/tK* imint^nce of tite Rind's shareholder accounts, not otiterwise required to be provided by tite Advisor. The Plan is a 
conr^ietsation plan, wNch meims that comjMnsadon is provided regardless of i2b- 1 expenses incurred. 


MutualHedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

September 30, 2010 

The [^stributor acts as the Fund's principal underwriter In a continuous public offering of tite Fund's Class A ^d Class C shares. The 
Distributor is an affiliate of GFS. For the period ended September 30. 2010, the Distributor received $433,975 in underwriting 
commissions for sales of Clus A shares, of which $61,789 was retained by the principal underwriter or otiter affiliated broker- 
dealer. 

The Rind pays its pro rata share of a total fee of $ 12300 per quarter for the Nortitem Ughts Fund Trust to each Trustee who is not 
affiliated the Trust or Advisor. The Fund pays the chairpeiron of the audit committee its pro rata share of an additimiy $1500 
p«* quarter. The “interested persons" who serve as Trustees of the Trust receive no compensation for their services as Trustee. 
None of tiie executive officers reedve compensation fmm the Trusc 

Pursuant ^ si^arace servicing agreements. GFS is compensated for providing odminrstrotion, fund ocaninting and transfer agency sovice 
to tite Rind as follows: 

AdmfrMstffliian. The Fund pays GFS an asset-based fee in decreasing amounts as Fund assets reach certain breakpoins. The Fund is 
subject to a minimum annual fee. The Fund also pays GFS for any out-of-pocket expeises. Fees are billed monthly as follows: 

The greats of; 

A minimum annual fee of $40,000 per annum or 

• 10 basis points or 0.10% per annum on the first $100 rrrillion in net assets 

• 6 basis perintsor 0.06% per annum on the next$t50million in netassecs 

• 5 basis points or 0.05% per annum on net assets greater than $250 million 

Fund Aggouoting . Total Charges for Fund Accounting services include asset-based fees and out-of-pocket expenses. Fees are calculated 
based upon the average net assets of the Fund for the previous month. The Fund pays GFS a base annual fee of $24,000 plus $6,000 
for ttch addition^ slure class above one plus a basis point fee in decreasing amounts as Fund assets reach certain brealq>oints, as 
follows: 

• 2 basis points or 0.02% on net assets of $25 million to $100 million 

• I basis point or 0.0 1 % on net assets greater than $ i 00 million 

Transf^ Agency . For the services rendered by GFS In its caparity as transfer ag«ic, the Fund pays GFS transfer agent fett, out-of- 
pocket expenses, activity charges, and spedal report charges. The fees are Ulled monthly as follovn: 

- The grea^ of the annual minimum or per account charges. The annual minimum is $15,000 per class and the p^- account charge 
is $14.00 for open accounts and $100 for closed accounts. 

In addition, certain affiliates of GFS provide ancillary services to the Fund($) as follows: 


AlutualHed^e Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 
September 30, 20 1 0 
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NLCS, an affHiate of GFS. provMes a Chief Corr^llance Officer ("CCO'^ to the Trust as well as retated compiiauice servrtces. pursuant 
to a conMiWng ^cement between NLCS and Trust Under the terms of «ich agreemeit NLCS receives from the Fund an amtual 
fee, pay^ie quvterly, and is rein^rsed for out*of-pockK expenses. For the period &7ded S^tember 30. 2010, the Fund incwred 
expanses of $9,853 for compliance services pursuant to the Trusts Agreenwit with NLCS. Sud) fees are included in the line Item 
marked “CompKance Officer Fees” on the Scatemwt of Operations hi tWs shareholder report 

GmCam. IIC f Gerr^om”) 

GwnCom. an alffiiatt of GFS, provides EDGAR com^rslon and filing services as wdl as print managen^ent s«vices for the Fund on an 
ad-hoc b«is. For EDGAR service, Genf»Com charges a per-pa^ conversion fee and a flat filing fee. For the p«iod ended 
Sep»n*er 30. 2010, GwnCom collated amounts totaling $2,914 for EDGAR and minting services performed. Such fees are 
included in line item marked “Mnting and Postage Expenses” on the Statement of Operations in tfiis shardToWe- report 

5. TAX COMPONINTS OF CAPITAL 

As ofSepterr^ 30, 2010, the components of accumulated eamlngs/(deficit) on a tax basis we-e as follows; 

Ui«^i»^JsuT«jJ i _ _ 1 ftjl* . . ■ - - . 

_Or«lr»fy _ lani-Ttrin _J lfl»t Oetotar A<»pf «eltttcft/ • Atcmwwlmtl 

t<i{t(B« 6»i«n ; t l0ipr«tl»tlc«? - g»fi>if ttf'IOtti tin; 

^ . ■ ; s_ -i-S - * it.***-!’*-- _s 

PeiTnan«n book and tax differences F^imarlly atti'Ibutable to net operating losses, tax treatment of short-term capitai g^ns and 
adjusQTwmts resiAIr^ from the Fund’s invesmwtt In a controlled fweign corporation, resulted In reclassificatjon for the Fund for the 
period ended September 30, 20 1 0 was follows: a decrease in paid in capital of $279,87 1 ; a decrease in accumula^ net investm^n loss 
of $281,3 1 3; and a decrease in accumulated net realized gain from security transactions of $1,441 

6. NEW ACCOUNTING PRONOUNCEMENT 

In January 2010, the Rnandal Accounting Standards Board (“FASB”) issued Accounting Standards Update {“ASU”) No. 2010-06 
“Impro^ng Disdosures about Fair Value Measurements." ASU No. 2010-06 amends FASB Accounting Sandards Codification Topic 
820, Value Measurements and Disdosures. to require additional disdosures regarding feir value measurements. Certain 
dtsdosur^ required by ASU No. 20 10-06 are effective for interim and annual periods beginning after December 15, 2009, and other 
required disdosures are effective forfisc^ yean beginNng after December 15. 2010, and for interim periods within ti»se fiscal years. 
Management is curr^tly evaluating the Impact ASU No. 2010-06 will have on the Fund's financial statement disdosures. 


Aliftuo/Hedge Frontier Legends Fund 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued) 

Septwnber 30, 20 1 0 


7. SUBSEQUENT EVENTS 

The Fund is required to recognize in the finandai statements the effects of all subsequent events that provide additional evidence 
^ut conditions that existed at the date of the Statement of Assets and Liabilities. For non-recognized subsequent events that must 
be disclosed to keep the finandai statements from being misleading, the Fund Is required to disclose the nature of the event as well as 
an estimate of its finandai effect, or a statement that such an estimate cannot be made. In addition, the Fund is required to disclose 
the daa through which subsequent events have been evduated. Management has evaluated subsequent events through the Issuance 
of these finandai statements and has noted no such events. 


Report of Indepeftdent Registered Public Accounting Firm 


To the Board of Trtisteesof Noithem Lights Fund Trust 
and the Shareholders of MutualHedge Frontier Legends Fund 

We have audi^ tite accoir^Tan^ng consolida^ statement of assets vtd liabilities of MutualHedge Frontier L^ends Fund ^nd), including the 
consolidated portfolio of Investments, as of September 30. 2010, and the related consdidated statements of operations, changes In net assets and 
finandai hlghll^ts for the period from December 31. 2009 (convnencement of operations) through S^tember 30. 2010. These consolidated 
finandai statements and consolidated financial highlights are the responsiWIhy of the Fund's management Our responsibility is to express an opinion 
on these consolidated financial statements and consolidated financi^ Nghii^ts based on our audit 


hap://^obiI<k>cumeot*.mt«BDga«.eom/(locainenaibnBy/do«B»eBVJftec96c4<M4l750862ei2730rfD*7e.»*doc/oripail|l(W7/JOl 1 10;S2:47 AM] 
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IXiAR FUing Doosnents for 0000910472-10-001293 


We conducMd our audit in accordance with the sondards of the Public Compwiy Accountini Oversl^ Board (United States). Those scmdards 
require dwt we plan w»d perform die audit to obtain reasonaWe assurance about whetfwr the consolidated financial statemwits and consolidated 
flnandat hi^yghts are free of material misstatement An audit includes examlnin|. on a test basis, evidwice suw>orting die amounts ahd dlsdosures in 
the cens^idated finaidd statements. Our procedures included confirmation of securities owned as of Septsmba- 30, 20 1 0, by correspondwice wddi 
the custodian. An audit also includes assessing the accountif^ principles used and si^ificant estimates made by management as w^ as evaluating the 
overall ftrancial statement presentadon. We believe that our audit proirtdes a reasonable bads for our ojdnlon. 

In our opinlwi, die consolidated financial stawments and consolidated finanda! hi^lights referred to above pres«it fidriy. in all material respects, the 
finandal position of the Fund as of Septen^er 30, 20 1 0, the results of its operadons, changes in its n« assets «id die financial hi^llghts for the 
period from Decembe- 31, 2009 (commencement of operations) throu^ S^tember 30. 2010, in conformity wldi accountir^ fwindpies generaliy 
accepted in the United Stat^ of America. 


Isi McGiadrey & PuWen, LLP 


Denver, Colorado 
November 30. 2010 


MutuaiHedge Frontier Legends Fund 
EXPENSE EXAMPLES 
September 30. 201 0 (Unaudited) 


As a diardiokier of the MutualHedge Frontier Legends Fund, you ineur two tfpes of costs; (I) transaction costs, indudint sales charges fioads) on purdases of 
Oass A shares (2} oi^p^ costs, induding management fees distribution and/or service (12b- 1} fees and other Fund expenses. eswnple is inonded to 
you undersCHid your ongoing costs (in d^rs) of investing in the rtuiuaJHedge FronUer Legends Fund and to compare these costs with the ongoing c«Rs of 
kivesdng in odw mucuai fends. 

The example is based on an investm«it of tLOOO invested at the beginning of the period and held for the entire period from April 1, 20l(> thnx^ September 
30. 2010. 

Actual Expenses 

The ‘/Actual Expenses' line In the able below provides information about actvd account values and actual expense*. You may use the infermatlwi bdow, 
toget he r with the amo«mt you invested, to estimate the er^enses that you paid over (he period. Simply divide your account value by $1,000 (for example, an 
$8,b00 account v^ue divided by $1,000 • 6.4). then multiply the result ^ the number in the able under the heading entlifed “Expenses FaW Durfeg ^riod' to 
estimate the exp ens es you pM on your account during this period. 

Hypotheticsl Example for Comparison Purposes 

The ‘HypothetkaT Ifoe In the obfe below provides {nformatlon about hypothetic^ account values and hypothetical expenses based on the MutualHetige Frontier 
Legends Fund's actual expense ratio and an assumed rate of return of SX per year before expenses, which Is not the Fund's actual return. The hypothetical 
account values and expenses may not be used to estimate the actual endii^ account brianccs or expenses you paid for the period. You may use this information 
» compare this SX hypothetical example with the 5% hypothetical examples that appear in the shareholder reporo of other fends. 

Please note that the expenses shown in the able are meant to highUght your ongofeg costs only and do not reflect any tranactlonal costa, such u sales ch»^ 
(loads), or redemption fee*. Therefore, the able is useful In comparing ongtting cesa only, and wIB not help you determine the reUtive total coso of owtring 
different fends. In addition, if these transactional coso were inefeded. your coso would have been hitter. 



Seglnning 

Ending 

Btpenses Paid 

Expense Ratio 


Account Vriuc 

Account Value 

During Period 

During Period” 

Actual 

d/l/IO 

«3fVI0 

4/1/10 -9/30/10 

4/1/10-9/30/10 

Class A 

$1,000.00 

$1,019.20 

$11. 14* 

2.20X 

OassC 

1.000.00 

l.0iS.20 

I4,90» 

2.95 


Beginning 

Ending 

&(pentes Paid 

btpense Ratio 

Hypotiietial 

Account Value 

/Account Value 

During Period 

During Period” 

(5X return bdore expenses) 

4/1/10 

9/30/10 

4/1/10-9/30/10 

4/1/10-9/30/10 

Class A 

$1,000.00 

$1,014.04 

$ II. U* 

2.20X 

OassC 

1,000.00 

1.010.28 

14.87* 

2.95 


•fuptmts art to tht average acxount vtiue over the period. muIttiM by tie Finds amahtd cmerst rule. miMsIied bf the nmOer of Ays in die period {tS3) (Mded by ti« number 
of days in die food year (365). 

**Annutilzed. 


MutualHedge Frontier Legends Fund 
SUPPLEMENTAL INFORMATION (Continued) 


http;//g!cbridocw»a>tSJ(»nungsar.«>itt/docu!JJ«tiibf»ry/docuBi«i>l/5flec96c4434487MM2ea2730efDt7c.msdee/ongia*l{10/27/2011 10;$2:47 AM) 
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OPPENHEiMER 


Commodity Strategy Total Return Fund 

Summary Prospectus March 30,2011 


NYSE Ticker Symbols 

Class A 

QRAAX 

Oass B 

QRA8X 

Class C 

QRACX 

OassN 

QRANX 

Class Y 

QRAYX 


I'^ore you invest, you may want to review the Fund s pros^cflS^l^^»n%l&,mbfe infoiroaHon about ^'e Fund and.its ris^cs; 
i.Youran*ifind the Fund’s prosjjectus, Statement of Addj^pnSIp^^ationTl^nnuaJ^Repott a other the Fund 

online at https://www.oppenheinierfends.com/fund/inv«tbre/pverview/Co‘mmodity5trat^TotarRetumFund. You can also get 
l^tjilslnfpnnatipn at no cpstby.allihg 1.800.225.56^ of by set^ng an €fhaiif^UMtto: ihfo@ppRerih»merfcnd&com. • 


The Fund’s prospectus and Statement of Additional informadon {'SAO. both dated March iO, 201 1, and pages 7 through 78 of its 
most recent Annual Report dated December 31. 2010. are incorporated by referwice into this Summary Prospectus. You can access 
the Fund’s prospectus a nd SAI at htcps://www.oppenhameihjnds.cc«n/fiund^nvescors/overview/ 

CommodityStrace^TocalRecumFund. The Fund’s prospeaus is also available from financial intamediaries who are auchorh-ed to sell 
Fund sharei 


Investment Objective. The Fund seeks total retim 

Fees and Expenses of the Fund. This cable describes the fees and ejqsenses that you may pay if you buy and hdd or redeem shares of 
the Fund. You may qualify for sales charge discounts if you {or )»u and your spouse) invest, or agree to invest in the future, at least S2S,{X)0 
in certain funds in the Oppenheimer family of fijnds. More information about these and ocher discounts is available from your financial 
professional and in the section "About Your Account" beginning on page 14 erf the prospectus and in the seebons 'How to Buy Shares* 
beginning on page 64 and 'Appendix A" in the Fund's Scacemait erf Additional Information. 


Shareholder Fees (fe« paid direedy fr^ your invekmenc) 



Class A 

Class 8 

Class C; ClassN Class Y 

Maximum Sales Char^(i^d)im^;si!d on purchases, (as % of . - 

5.75% 

None. 

Nbrtis None. . None 

i; Maximum Deferri^ Sales Cha^ (i-pad) {as% of the Ipwef'bforigria^C^^pricejH. V . 
.-.Tederppuonprbce^)'- . . .... , 

None'.. 

5% . 

1%^ . , .1%:' ' -None.., ' 

-: Anhua> Fund Operating Expenses (^penses that :^u pay each ^af as,a perewfagebf the value of your inv^tment) 

••••r ClassA- ClaisB CiassC, ClassN ClassY:., 

.^nagememFees:6fihe Fund and Subsidia^' 

1.64% 

. 1.04% 

1^4% •1.04% 1X«%' 

Ckst^uoonwd/prSeivice{12b'l)Ffes 

. 0,25% ' 

Tp0%’ 

.1.00%. 050% None. 

..Oltfijfr, Expenses , \ ’ 

••!P,,5th'^Expenses.pfth'e'FCiridV’ . ^ V • ; 

, . . : 0.50'%., . 

.1.13% 

0,63% 0)74%. , 03§% . : 

pdierExpwisesoftheSubsidtary;, - 

'■aoo% 

6.a)%' 

,0.00% , .6,00% . ■ o.oo%\ 

■ Total OtherPipensei. • ''•^7.- .• 0 -, ; 

7-7.'a5o%. 

•.,1.13% ■ 

0,63% ' .■.'D.74%.' ' 0^26^ • 

^Acquir^FQnd Fees and ^perisw! V;" . -7 -T v, 


6.05% 

0.05% o; 65% .bi6s% , 

Towl.Annual Fund Operating Expenses . . ' 


3.22% 

2.72%'. . 233% '!i.3S% : 

;Fee Waiver and EXi^nse Reimbursemwd' . • ' ' ’ 

.■? (038%). ■ 

■ •(a95%) 

,(0.49%)) ..(ftiS'l*)'. (tow) 

‘,;To,^:Annua( Fuh'd Operating-Expenses After 'Fee Waiver Expeiise-lReitriburjeijj^' 

im- 


'to2%" 1.08%' 


1. 'Management Fees of the Fund and Subsidiary* reflects the gross management fees paid to the Manager by the Fund and the Subsidia^ during 
the fund's most recent fiscal year. 

2. The Manager has contractually agreed to waive the management fee it receives from the Fund in an amount equal to the managemaic fee paid 
CO the Manager by the Subsidiary. This waiver will continue in effect for so long as the Fund invests in the Subsidiary, and may not be terminated 
by the Manager unless termination is approved by the Fund’s Board of Trustees. The Fund’s investment adviser has voluntarily agreed to waive 
fees and/or reimburse Fund expenses In an amount equal to the indirect management fees incurred throu^ the Fund's investment in 
Oppenheimer institutional Money Market Fund. The Fund's trarrsfer agent has voluntarily agreed to limit its fees for all classes to 035% erf average 
annual net assets per class. These e?q3ense limitations may be amended or vsidrdrawn no earlier than one year from the date of this prospectus. 

Example. The following Example is intended to help yew compare the cost of investing in the Fund with the cost of investing in ocher 
mutual fonds. The Example assumes chat you invest S10,0K) in a class of shares of die Fund for the time periods indicated. The Example 
also assumes that your investment has a 5% return each yrar and drat the Fund's operating expenses remain the same. Although >our 
actual costs may be higher or lower, based on these assumptions your expenses would be as follows: 



OppenheimerFunds’ 

The Right Way to Invest 
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, .= if shares ir«n<^~ retrod 



i‘W. j n." 

' sVWs 

5Y«m 

lOYears 


s '716 

S 1,090;:.' 


. $. ■' 


s ■ 733 TiT 

-9.17 . 

.s 

S 2377 



J “ *“808 .; 


ym ■ 



$ .fi76 

S 1,203 ‘ 

S M*?. 


“S i« ' 's ■■-fli'' 

„ m ■ . 

718, 



Portfolio Turnover. The Fund pays transaction cost^ such as commissions, when it buys and s^ls securities (ex 'turns over* its 
ptMtfdIo). A higjier pcMtfoito turnover rate may indicate higher transaction costs and may result in hi^er taxes wh«i Fund shares are held 
In a taxable SKCount. These costs, v^hich are not refleaed m the annual fond operating expenses or in die examj^ft affect die Fund's 
performance During the most recent fisal yea-, the Fund's portfolio cumovw rate was 38% of the average value d its portfolio. 

Principal investment Strategies. The Fund mainly invests In a cc»nblnarion of commodity-linked d^ivatives, corporate and 
govCTnmental fixed-incane securities and certain CKher types of d«ivative investments. 

■ Commodhy-iinlttd Derivatim. A derivative is an Invesonmc whose value depends on (or is derlwd from) the value of an underlying 
securi^, asset, interest race index or currwicy. A commodicy^linked daivative Is a derivative instrument w^ose v^ue is linked to the price 
movemwiccrfa cxffnmodity, commocKty index, or ctxnmodity cation ot fooires contract Commodity-linked derivatives may indude 
commodi^finked notes, swaps, futures snd options. The value d some commodity-linked derivatives may be based on a multiple d 
chc»€ price movements. 

Physic^ commodities are assets that have taigible properties. The Fund's commodity-linked jnvescm«ics provide exposure to the 
investment raums of ewnmodities maricec wchout investing direedy In physical commodities. The COTTimodity-linked in«Tum«tts that 
die Fund invests in may be linked to the price movements d. a physiod ccxnmodicy such as heating oil, livestock; or agricultural jxoduccs 
a ODmmodlty optiwi cw focures conract a commodity index such as die S&P CSCI* CS&P GSCI,' formeriy the 'Gddm^i Sachs 
Commodi^ Index”^ or scxne other readily measurable variable chat reflects changes in the value of i^cuIju’ commodities or 
commodities ma^ets. The Fund does not intend to invest m<xe than 10% trf its total assets, determined at the time ini«stm«ic, In 
cc»nmodity-^inked notes that mawre in mewe than 19 mOTths. 

■ Fixed-incorrie Securities. The fixed-income seoirities the Fund may inve« in may be of any maturity and include U5. Government 
securities, r^xjrchase agreemCTtts, money market securities »id affiliated money rnarkec funds. The Fund may buy debt securities for 
liqiddity pur]x^es for ediaterd mviagement or to seek income. 

■ C^her E^rii^ve investments. The Fund may also invest in other dwivacive instruments such as forwards, options, futures swaps 
relating to debt seomties, incCTesc races or currencies. It may do so to seek to inaease its Investment returns or k> hedge ^inst dedines 
in the vdue d the Fund's other investments. 

The Fund on purchase Investment-grade and below investinent-^«ule securities (also referr^ to as 'junk bonds'). The Fmd can invest up 
to 10% of its assets in loww-pade securities. The Fund may invest in Ui. or foreign securities, including derivative instruments that trade 
on Ui. or fi^reigji ©(changes or in the 'over-the-councer* ^OTC) market 

The Fimd can also invest up us 25% of its uocal assets in its whdty-owned and contrdled subsidiary (the 'Subsidiary). The Subsidi^ 
primarily Invests in cwnmocficy-linked derivatives finduding commodity futures, options and swap contracts) and fixw income securities 
and odier Investments that serve as collateral fisr its derivatives posidexis. Investments in the Subsidiary are intended to pxwide the Fund 
with orposure to comrrroditics market returns within the limitations of the federal tax requirements that apply to the Fund The Subsidiary 
wll be aibjca k> die same tnvestmenc restrictions and limitations, and follow the same compliance policies and p^edures as the Fund 
fr) selecdr^ investments for the Fund's portfolio, tire portfolio managers generally atlocace the Fund's commocli^linked investmencs 
among a variety d diffaenc commodity sectors, based on the weghtinp or he components of the Fund’s benchmark index the S&P 
CSCL The Fund is not an 'index* fond however, and its investment dioations and performance will usually differ from the weightii^ and 
perfiwmance of the S&P CSCL The p)C«folio managers currendy focus on the following inter-related components, which may vary In 
p>arciail»' cases and may change over time 

■ Commodities Selection. The poreWio manners use a model-driven approach and heir own analysis and judgment to try to identify 
differences in quality between two commodities or contracts with he inewit of €xploltin| temporary market inefficiencies. The Fund's 
proprietary models also incwporace fundamental and technical feows intended to Idenafy extreme market pricing imbalances fw 
ind^ua) commodities or sectors and catalysts hat may pocendalty diminate he particuiar imbalances 

■ Fonn of Invesonent The pwrtfollo managers also consider which instrument or form of tnvesonent is best suited to provide he desired 
commodities oqxeure. If he portfolio managers determine hat a comrrKxiity-linked note is appropiriate; he Fund would generally 
invest directly in the cwnmodity-linked note if he pcirtfoiio managers decide that a commodity focures contract, swap, or opticHi on a 
futures conoaCT is ap^priatt, he Fund might enter into the focures or swap ccxicraa <x purchase he option Erectly or it might invest 
in hat Inscnutienc in^reedy hrcxigh its Subsidiary. 

« Gslfateral Management. The portidio managers use a team apiproach to conscrua a portfolto of fixed-income securities that imiudes 
Ui. Government seorrities r^urchase agreements, money market securities and affiliated money market funds to premde ccrflaceraL 
liquktity and income 

■ Pn^munce and Portfolio Risk Monitoring. The pcwxfolio managers monitor he pierformance »id risks of he Fund's investmencs on 
an orbing basis. 

The Fund's investment in the Subsidiary will vary based on he piortfolio managers’ use of different types of commodity-linked derivatives, if 
die Fluid Increases its use of canmodicy linked notes, hat would typically result in a lower levd of investment in he Subddiay. If the Fund 
inerrases its use of commodity futures, swaps, or options on fuoirei that would typically result in a higher level of invesonenc in he 
Subridiary. 

Indu^ 0>ncencrati(m. TTie Fund will maintain ei^ure of 25% or mwe of its total assets in securities and deivatives linked to he 
en«^ and natural resolves, agiculcurft livestock industrial metals and px-ecious metsds secox^ as a pewp. However, the Fiuid vrill not 
concwiorace mwe chan 25% of its total assKs in issuCTS in any one Industty. At times he Fund may emphasize investments in some 
indusnies mexe han oh«^ The indMdual components of an index will ccxisidered as separate industries frx- this purpose. 
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Principal Risks. The price of the Fund’s shares can go up and dcwn »^tantially. The value erf the Fund’s investments may clwige 
because of bre^ changes in the markets in wrftid\ the Fund invests ot fiwn pocff securiQ^ selectioa vrfiich could cause die Fund to 
und«p«fcMTn other hinds with similar investment objectives. There is no assurance that the Fund vwll achieve m investment cfejecdve 
\Mien you redeem your shares, they may be wordi more or less dian wHm yem pdd fw them. These risks mean that you can lose money by 
mvesbng in the fund. 

Risks of Commodity-4Jnked investments, Invesonwits linked to the fwicK of commodides are con^^ed speculative. The values (rf 
offnmodides »d canmodty-linked inv^tments are affected ^ events that mlg^it have less impact on die values of stocks and bonds. 
Wees crfcwnmodlries and related contracts may fluctuate signiirandy ovar shcrtt periods due to a v^ety of fectois, indueflt^ diauiges in 
SL^ply and demand reladondilps, weadiw, agriculture, fisad, and exchar^e control pR^ram& disease, pestiiaice, and interrationd 
eccMiomk; pdidal, milica^ and regulatory developments. Tliese rides may make comnvxiity-linked investments more wladie than other 
types of inveMmeno. The ewnmodi^-iinked instruments h whidi the FUnd invests have substantial rld(% including ride erf loss of a 
si^ificant pardOT of thdr jxincipal \aiue. 

The ctxnmottoy m^ets sue aibject to t«npor^ distortiwis and odier disrupdons due to. among other feaews, lack trf liquidity, die 
partidpatkMi erf ^^cularors and gavamm^tt reguladcMi and ocher aedems. US. futures exchanges and some foreigi e:^haiiges limit d^ 
amount of fluctuatiexi in futures contract prices which may occur in a sln^e busineo day generally re^ed to as 'daily price fluctuation 
limits'). The mawmum <x minimum price of a caitraa as a result of diese linrfes is referred to as a 'limit irhce' if the limit (wce h^ beai 
reaKh^ in a particular contract, no trades may be made beyond the limit price limit prices have the eff^t of predutfing trading in a 
particular contract at forcing the liquidation of contracts at disadvantageous times w psices. These circumstances could advers% affea 
the ^raiue of die commodiQ'-linked investments. 

Risle of Derivative Investments. Deivatives may be volatile and may involve significant risks. The underi^ng sect^cy or other in^ment 
c»i whkh a derivative is based, or the derivative it^f, may not perform as eqject^ Some derivatives have the potential for unlimited less, 
r^a’dless of the size of die Fund's initial investment. The Fund may also lose mon^ on a derivative investment if die muer faib to pay the 
amount due. Certan derivative investments held by die Ftoid may be ^liquid, making It difficult to dose out an unfewraWe pcsidon. 
Derivative transaaions may reqtare the payment of pH-emtums and can inaease ponfdio turnover. As a result of these risks, die Fund could 
realize little or no inccmie or lose money fresn ixs Investmeit, or a hedge mi^t be unsuccessful 

■ Spedai Risks of Options. If the Fund ^is a put cation, there Is a risk that die Fund may be required to buy the iKidwIjflng inve^menc 
at a disadvana^ous pwice If the Fund sells a call optioa there is a risk that the Fund may be required to sell die underljring investment at 
a disadvantageexjs price If the Fund selb a call option on an investment chat the Fund owns (a 'covered call’) and the inveatnent has 
inaeased in v^ue i^en the call qxion is exerdsed, the Fund will be required to sell the Investment at die edt price and wiH not be ^le 
to resize any of die invesonends velue above the call price Opiaons may involve econorriic leverage which tXHild result in greater price 
volatility than txher investmaiis. 

■ Special Rislo of Futures Contracts. The volatility of futures conoraccs prices has been historically ^eacer chan the volatility erf scodes and 
bonds. The liquidity erf die futures market depend on participles encoii^ into offsetting transactions rather chan m^dcing or taWng 
delivery. To die extent partidpants decide to make or cake ddiveiy, liquidity In the futures market could be reduced In additicn fuciu'es 
exchanges ofcei impose a maMmum permissible price movement on each focures concraa for each trading session. The Fund rruy be 
<&advancaged if it b i^ohibiced from executing a trade outside die daily permissible price movement 

■ Spedsd Risks of Swap Transactions. There is no central exchange or market for swap transactions and therefore they are less Ikjuid dian 
eirchange-craded instnimeno. If the Fund were to sell a sirvap it owned to a third party, the Fund would still remain {immarily liabie for the 
obligations under the swap contract 

■ Total Return Swaps. In a total return swap transaction, one par^ agrees to pay the ocher party an amount equal to the coo! return on 
a defined underlying asset or a non>assec rrference during a ^lecified period of time The underlying asset might be a security, commodity 
contract or basket of securities or commodity contracts or a non-asset rrf^ence might be a securities or commodities index. In return, 
die odie party would make periodic payments based on a fixed or variable interest rate or on the total return from a different 
undfflying asset or non-asset reference 

Total return swaps could result in tosses if the underlying asset or refCTwee does not perfomi as anticipated, Total return swaps can 
have the pcxmtial fw unlimited losses. They are also subjea to counteq^ry risk. If the councerpiarty fails to meet its crf>ligatiortSk the 
Fund may lose money. 

Spedat !Usks Of Commodity-Linked Notes. The Fund may invest in corrunodicy-linked notes to gain exposure to commodities 
markets. Commodity-linked notes may be subject to special risb that do not affm traditional equity and debt securities 

■ Ride of loss of interest. If the interest rate on a commodity-linked note is based on the value of a particular commodiw. commodity 
index or other economic variable the Fund might receive lower interest payments {at not receive any interesiO if the value of the 
underlying inw^meit f^ls. 

■ Risk of loss of prindpd. To the extent tiiac the amount of the prindpa! to be repaid upon maturity is linked to the vdue erf a pj^oihr 
commodity, commodity index or other economic variable the vdue erf the commodity, commodity index or other econexnic variable 
may not increase strffici«ic!y so that the Fund might not receive a portiexi (or any) of the principd when the investment matures or 
upon earite- exchange 

■ Credit; Risk. Ccxnmodity-Irnked notes are subjea to aedtc risks ctfi the iwderlying investment and to counterparty aeefit risk. If the 
counterparty ftils to meet its crfrfigaticMis, tiie Fund may lose money. 

■ Valuation lisk. The value of commodity-linked notes may be influenced by several factors, including: value of the commodity, 
commodity IfKioc or otiia economic variable, vdatility, interest and yidd races in the market, the time remaining to mauffity and tiie 
crec^c wortiiiness of the issua <rf the canmodicy-link^ note 

■ liquidity risk. A liquid secc^idary market mty not exist for cmain commodity-linked notes the Fund buys, which may make it difficult 
for tile Fund to sell ch«n at aji acc^table pmee or to accurately value tiieu 

■ Volatility risk. The value of the commodity-linked derivatives the Fund buys mty fluctuate signifiauiciy because the values of tiie 
under^ng invcOTiwits to which they are linked are extremely volaale Additional^, the particular ernns of a ccanmodity-linked note 
may arare economic leve^e by requiring payment tty tiie Issuct of an amount chat b a multiple <rf the price inaease or deaease of the 
under^ng cxsTimodity, commodity index w otiier aonomic variable Eccwiomic levwage inaeases die virfacility of tiie value of 
commodity-linked notes and their value may inaease or dearase mc^e qiuddy than the underlying commodity, commocUty ind»( or 
otiw ectxiomic variable 
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Ri^ inmtments in Leverage. Certain derivatives «uid ochff inveajn«iB the Fund may involve leverage Leverage may be aeated 
v^ien an investment e>^ses die Fund to a risk of loss that exceeds die amount invested Certain dt^dves and other invesiments 
prwide the potenti^ Iw invesmi«ic gain <x loss that may be severe ones ©■eater dian the change in the value an underiying security. 
ass&, interest rate index or currency, resulting in die poi«ia^ ^ a bss ttet be substandally greater dan die amount irivested 

SoTie dwivatrres and other levelled investments have the pc^encial for unlimited bss, regardless of the aze of the initial in^reomenc 
Because leverage an m^ify the effects of chan^ In the value of die Fund md make die Fund's diare pwice more vctedle, a sharehd^s 
Invesrnient in die Fimd will tend to be more vnJadle, resulting 'm latger gains or fosses in response to the fluauadng prices of the Fund's 
investments. 

The Fimd has limiu m the leverage ratio of each ccsnmod^linlred nore it buys arxi on ic ov^l pordcrfio. The fHmd Is also subject to 
legal requiremwic designed to reduce die efieco <rf^y levwage created by the use certain investments. Under diese r^uirements, the 
Fund must eumark or segregate liquid assets or en^e In odier asset coverage measures with regard to the Fund's pMential oWigadons 
with re^Dea to these investments. The Fund including the Subsidiary, will comply widi these requirement. 
fUste Of Investments In The Fluid's Wholly-Owned Subsldi^. The Subskfiary is not register^ undw the InveKmenc Company Act 
and is not Mibjea to ic invesKM-p-otecdons (®<cept as aherwise noted m this prospectus). As an invesrar in the Sut^diary, the Fund does 
not hai« all of the proceaicMis ofered to investor by die Investment Company Act; however the Fund whdfy ovws and controls die 
Subtidiary, and the Fund and the Subsidiary are bodi managed by the /Manager and the Sub-Advisw. The Fund’s ownerdiip and COTod 
m^e It unlikely that the Subsidiary will take actiems contrary to the intcresB erf the Fund or its sharehdders. The Fund’s Board has 
cwersi^c responabilicy fes- die Fund’s invetmwic acthitie, including Its investments in the Subsidi^ and ic role as the Sut^iar/s sole 
shareholder. The Manager and Sub-Advisa* siso die same investment restrictions and opeationa! guidelines in mana^g the 
Subsidiary's portfolio that are applied to managing die Fund 

Changes in the laws <rf die Cayman Islands under v^ich the Subsidiary is incorporated, could prevait the Subsidiary from op^^ng as 
described in diis pro^>ecniS and could negatively affea the Fund and its diarehdders. For ocamirfft the Cayman Islan^ currently does not 
impese any inccMiie corporate (x apital gsuns tax, estate duty, inheritance tax ©ft tax or withherfdir^ tax on the Subtidia^. If Cayman 
blands law were dianged and die Subsidiary vras required to pay Cayman Islands taxes, the investment returns of the Fund would likely 
deaease 

Miun Risks of Debt Securiti^ Dd)t securities may be subjea to aedit risk, interest rate risk, pr^ymenc ri^ and extension risk. Cr^it 
risk Is the risk diat die fesuer erf a security might not make interest and prindpal payments on die security as diey betxjme due. If an i^uer 
faik to pay Interest or repay principal die Fund’s income or share value might be r^uced Adverse news about an issuer or a downgrade in 
an issues credit rating for any reason, an also reduce the market vsJue <rf die issuer’s securities. Interest rate risk is the rij^ dai vrfien 
preselling interest rates ftil die values of already-issued debt securities g^eraily rise; and SA^en prevailing interest races rise, the v^ues of 
already-isual debt seoirities genwatly fall and they may be worth less th^ the amount die Fund paid for them. \^en incei^c rares 
change the values of ItHiger-com dAt securities usually rfiange nvxe dian the values of shorter-term ddicseoirities. When focCTea races 
fell delx seciaities may be repaid more Quickly than eijieaed and the Fund may be required to reinvest the proceeds at a Iowa- interea 
race. This Is referred to as 'prepayment risk." Whai interest races rise, debt securities may be repaid more slowly than expected and the 
value c^ the Fund's holdings may fell sharply. This is rePared to as “extension ridt“ Interest rate changes normally have diffeenc effecB on 
variable or floating race securiti^ than they do on securities with fixed intaest races. 

Beause die Fund an invest up to 10% of its assets in lower-©ade securities, the Fund’s aedit risks are ©eater than those of funds chat 
buy on^ investment-grade securities. 

Foad-lttcome Morief Risks. Economic and other market devdopments can adversely affect fixed-incane securities markets in the 
Unired StaceSi Europe and elsewhere. Ac times, participants in debt securities markets develop cwicems about the aWliw of certdn 
isjua^s erf debt securities to make timely ^ncipal and interest payments, or they may de^op concerns about the ability trf nnandal 
Instioitions that make markets in certain defat securities to fedlicace an orderly maricec Those concerns an ause inaeased volacillQr in 
chose d^t securities or debt securities markets. Under some circumstances, as vras the case during the latter half of 2008 and early 2009, 
chose c^cems could ause reduced liquidity in certain debt securities markets. A lack of liquidity or other adverse aedit market 
condtiOTis may hamper the Fund's ability to sell the debt securities in ^ich it invests or to find and purdiase suitable debt insirumena 
Main Risks of Forei©i investing Forei^ securities ve subjea to specif risks. Foreign issuers are usually not subjea to the same 
arxounting and disclosure requirements chat Ui. cesnp^ies are subjea tOk which may make it difficult for the Fund to evaluate a foreign 
company's operations or finandal condidwt A change in the value of a fiore^ currency a^’nst the U5. dollar will result in a change in the 
U5. doll^ value of securities dwiominated in that fbre^ currency and In the value of any income or distributions tfie Fimd ms^r receive 
on these Mctaides. The value of fordgn investments may be affeaed by exchange contrd regulatiwii foreign taxeSk htoer transaction ^ 
other costs, delays In the settlement of transactioni changes in economic or monetary policy In the United States or abroad, expropriation 
or nationalization of a ccsTifany's assets, or other political and economic factors. These risks may be greater for investments in develc^ng 
or em«©ng market countries. 

Tim»-2ont Arbitrage, The Fund may invest in securities of fbreim issuers that are traded in US or foreign markets. If tiie Fund invests a 
slgnifiCTic amexmt of Its a»ets in foreign m^ets it may be exposed to “^c-zone arbitrage' attempts investors seeking to take 
advanta©! erf differences in the values of foreign securities that mi^t result from events tiiat occur after the close of die fordgn seewides 
market on which a security is traded and befcw’c the Fund's net asset vdue is calculated If such time-zone arbitrage were sucresrful It 
mi^c dilute the interests of other shar^olders. The Fund's use of “fair value pricing* to adjust ceroun market prices <rf for©©i seoirities 
may help deta those activities 

Who Is tfte Fund Designed For? The Fund is designed for aggrestive investors seeking roral return over the long term, mainly frtxn 
commodity-linked derivatives. Those investors should be willing a> assume the risks of potentially sigiifianc short-term diare prce 
fluctuations and losses beatse <rf the Fund's investments in cc»nmodity-linked instruments. The Fund is not deigned for invesaexs sedting 
current income or preservation ofapitaL Investors should consider bujnng shares of the Fund as part erfan overall pc^tfirfio straregy that 
indudes other asset classes, sudi as fixai-income and ^laty investments. The Fund Is not a COTi}rfere invesmient pre^m *uid may n<x be 
^IMOj^te for all investors. You ^ould careftilb^ ainsider your own Investment goals and risk cderance before Iniresdng in the Fund 

Jn^ui^c^.C^p^ddn of other - J . - 
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The Fund's Past Performance. The bar chart and taWe bdow poN^e some mdication of the risks of investing in the Fund by showing 
changes in the Fund's performance from year to year and ty showing how ihe Rind’s average annual returns for 1, 5 and 10 years compre 
with those of a broad measure of market performance. The Fund’s p»t ff>v®cment performance {before and after taxes) is not necessarily 
an indication of how the Fund will perform in the future More recent pefixmance informadon is available by calling the toll-free number 
on the back of this prospeaus and on the Fund's w^site 

hctps://www.oppenheimeifrinds.com/fund/invescors/overwew/0»nmodityScaK©fTotaiRecumFund 



Sales charges and taxes are not included and the r«:ums would be lower if they were. During the period shown, the 
highest return for a calendar quarter was 30.80% (2nd Qir 08) and the lowest return was -5235% {4ch Qtr 08). 


file following cable shows the average annua! total returns for each class of the Fund's shares. After-tax returns are calculated using the 
highest individual federal marginal income tax rates and do not reflect the impact erf state or local taxes. Your actual after-tax returns, 
depending on your individual tax situation, may diff^ from chose shown and afer-tax returns shown are not relevant to investors who 
hold their Fund shares through tax-deferred arrangements, such as 401{k) plans or individual redremenc accounts. After-tax returns are 
shown for only one class and after-tax returns for ocher dasses wll vary. 


^Average Annual Total Returns Ibr the penods ended De£enr^r31.-2^10>:‘:.%r?i:- • • 

' ' ' • lOTeareforlifepIdsusJf 


<5^A^Shares {inception 03-31“1S^7) 

. ' wtiifr^lefore t^es 
. ‘ .•^%rn:After T^es on Djsnrtxioons. 

' ■; on [tecnbuaons and Safe.offurxlShafes 


(i03S*) 

(.11:98%). 

. ... ,(9;i§9^). 

(0.63%); 

(185%) 

. .. 

;s^!ViP.$hare5.(i.nception,03-31-1997) 


. -.(1035%) 

... (0.54%); 

>Q|^i^hai:e5,(itH:epcionC0r31-1997) .. ' 


, (10.03%). . 

(O.S6%i : 



ky '''(1:58%):' 

0.46%; 



" ':: (6Wi%j;:' ■ ... 

.. p;4o?i' .' 




1.77% 

. jfrefi^ts npdeduatoti for fees, expenses or twes)‘ 



. 151%’ , 

1. From 02/28/01 


Investment Adviser. OppenheimerFunds, Inc. is the Fund’s investment adviser (the ‘Manager’) and Oppenheimer Rea! Asset 
Managemait. Inc (the *Sub-Adviser"), a wholly-owned subsidiary of the Manager, Is its sub-adviser. 

Portfolio Managers. Kevin Baum. CFA CA!A has been a Vice President of the Fund since October 2000, and a portfolio manager of the 
Fund since May 1999. Robert Baker, CFA has been a Vice President and portfolio manager of the Fund since May 2007. Carol Wolf has 
been a Vice President and portfolio manager of the Fund since December 2008. 

Purchase and Sale of Fund Shares. In most cases, you can buy Fund shares with a minimum initial investment of $1,000 and make 
additional investments with as little as $50. For certain investment plans and retirement accounts, the minimum initial investment is $500 
and, for some, the minimum additional investment is $25. For certain fee based programs the minimum initial investment is $250. 

Shares may be purchased through a financial intermediary or the Distributor and redeemed through a financial intermedia^ or the 
Transfer Agent on days the New York Stock Exchange is open for trading Shareholders may purchase or redeem shares by mail, through 
the wdssite at www.oppenheimerfijnds.com or by adiing 1.800.225.5677. Share transacdons may be paid by check, by Federal Funds wire or 
directly from or into your bank account 
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Taxes. If your :^ares are not held in a rax-deferred account Fund distribuDc«s a-e subjea to Federal income tax as ordinary income or as 
capita! gains and they may aiso be subject co state or ioarf taxes. 

Payments to Broker-Dealers and Other Financial Intermediaries, tf you purchs^ Fund shares through a broker-dealer cw other 
finanda! intermediary {such as a bank), die Fund, the Manager, ex' ihdr rented companies may pay the int^m^iary for die sale of Fund 
shares and related service. These payments may aeate a corffetrfifKCTKC influencing the broker-dealer or other intermediary and 
your salesperscm to recommend the Fund over another ^vesonwic. Ask yoiff salesperson or visit your financial intermediary's website for 
more informadoa 


For More Information About Oppenheimer Commodity Strategy Total Return Fund 


You can acc^ the Fund’s prospectus and at https;//vww.oppenheimCTfijnds.com/fund/invesiors/overview/ 
CommodicyStrate^'TotaiRecurnFund You can also request addiuonal information about the Fund or your account: 





we, ' ... 

aoo : - - 


(ead Of dqvwli^d ir;fi^n^'dor^j^^ 




PR0735.00T.0311 



The Fund^ shares are dismbuted by; 


OppenheimerFunds* 

Kstrifaunulnc- 
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Your Global Investment Authority 

CommodityRealReturn Strategy Fund* 
CommoditiesPLUS” Strategy Fund 

Accessing the Diversification 
and Inflation-Hedging 
i Potential of Commodities 



Fund Overview 


Portfolio managers 

MIhirWorah, Ph.D. 
Managing Director, 

Head of Real Return 
Portfolio Management Team. 
Portfolio Manager 

Nicholas Johnson 
Senior Vice President, 
Portfolio Manager 


Protecting against inflation by preserving the purchasing power of one’s 
assets is a key element in adiieving long-term financial security. However, 
long-term inflation rates will always be highly uncertain, and as a result it 
is difficult to preserve the real value of one's assets by using traditional 
stock and bond investments alone. PIMCO, a global commodity 
manager, has long believed that the selective use of commodities within 
one's investment strategy can prove highly effective as a portfolio 
diversifier and a hedge against inflation, albeit with additional risk. Our 
actively managed commodity index mandates include two PIMCO 
funds— PIMCO CommodityRealReturn Strategy Fund and the PIMCO 
CommoditiesPlUS Strategy Fund. Both Funds employ our enhanced- 
index approach to commodity investing. This involves combining positions 
in commodity index-linked derivatives that capture the price return of 
the commodities futures market with a fixed income collateral portfolio 
that is actively managed with the objective of adding incremental 
return above those markets. 


Why invest in commodities? 

; ComrTX)diti(K are assets that have tangible properties, such as cmI, metals and 
agricultural products. Historically, commodity investments have had a positive 
correlation (tendency to move in tandem) with changes in inflation and a low 
correlation to stock and bond returns. That is why commodities can be used to 
' hedge against inflation as well as to enhance portfolio diversification. Further. 

A tompany of Wilanz @ 

OtabtiInMn 
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underiying economic fundamentals suggest that commodides 
will almost certainly trend upward over the long term. This is 
largely due to growing demand from emerging markets and 
underinvestment in infrash’ucture. Investor should be aware, 
however, ^at commodities are volatile investments, should 
only form a small part of a diversified portfolio and may not 
be suitable for all investors. 

How do these funds gain exposure? 

The funds do not invest in physical commodities. Instead, they 
use an "enhance index’ strategy. This exposes the hinds 
to commodities through inNrestmenis in commodi^index- 
linked derivative instruments. PIMCO CommodityReaiRetum 
Strategy Fund is linked to the Dow Jones UBS Commodity 
Total Retijrn Index. PIMCO CommoditiesPLUS Strategy Fund 
is linked to the Credit Suisse Commodity Benchmark. Also, 
tile hinds may inv«t in derivatives linked to the value of a 
particular commodity or ccmmodity futures contracts (or in 
sub^). PIMCO CommodityReaiRetum Strategy Fund then 
" collateralizes’ these derivative instiuments by investing tiie 
remaining portfolio assets in an actively managed portfolio of 
inflatiornndexed bonds and other fixed Income securities. In 
this way, tite fund seeks to capitalize on the inflation-hedging 
properties of both commodities and inflation-indexed bonds. 

inflation hedging and diveniflcation 

Commodities have histoncally had a positive correlation with inflation and 
a nonccHielation with stock and IxxKf returns, making ti^em an attractive 
vehide to enhance portfolio diversification and guard against inflation. Of 
QXir%, div^ification does not guarantee a profit or protect against a loss. 



perlorrnance is noiHararte lesiriti Atm (Sab rtf lects qiatBriy re^ 

1^^1-12/31/09. ConiTiKiies. s^, txxids arxl Inittlon pspresented by the Dow Jones 
CommorKy Total 1^ indec. S&P 500 Index. Barclays Cairital U.S. Mex ml 
Cosumer Rice Urb^ Con»n^, re^eciivety. 


f^CO Commod{tiesfH.US Strate^ Fund "collateralizes" these 
derivative instruments by investing the assets in an actively 
managed portfolio of high-c^uality short-term bonds. RMCO 
has extensive exji^rience managing both index-linked securities 
and the collateral badcing this exposure. 

What are some of the advantages of this enhanced- 
index approach? 

Our approach to the commodity index markets relies on 
ouf core strengths as a derivatives manager and creates the 
potential for the portfolios to outperform the benchmarks. 
Ratiier than purchase individual commodities, we use 
derivatives to obtain exposure to changes in a broad index of 
commodity futures prices without committing a substantial 
amount of capital, leaving the remaining portfolio assets to 
serve as collateral. We seek to invest the portfolio assete that 
serve as collateral in a portfolio of fixed income securiti«. If 
tiiese fixed income investments provide a higher return tiian 
the T-bill rate embedded in the returns of the commodity 
index, then the total return of the overall portfolio ^ould be 
enhanced by the difference between these two rates. 

What are the active commodities strategies the 
funds employ? 

Structural alpha strategies seek to add value by taking 
advantage of identifiable economic factors that create 
patterns of risk upon which the funds can capitalize and otiier 
factors that might generate returns. These are distinguished 
from traditional aaive commodities strategies, which are 
based on outright technical and fundamental views that 
directly over- and underweight individual commodities or 
commodity seaors. 

Why did PIMCO choose the Dow Jones UBS Commodity 
Total Return Index and the Credit Suisse Commodity 
Benchmark as our benchmarks? 

Commodity indices calculate the returns to a hypothetical 
portfolio that contains only long positions in commodity 
futures contracts, passively managed, on a fully collateralized 
basis. Only long positions are considered, so that the portfolio 
will consistently benefit if commodity futures prices rise. Only 
commodity (and not financial) futures are considered, so hat 


02 PIMCO COMMODITYREALRETURN STRATEGY FUND & PIMCO COMMODITIESPLUS STRATEGY FUND | FUND OVERVIEW 


VerDate Nov 24 2008 10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00219 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



214 


Real Return Portfolio Management Team. He joined PIMCO in 2001 as a member of 
the analytics team and worked on term sfructure mod^lng and options pricing. He 
has a Ph.D. in theoretial physics from the University of Chicago and is the author of 
numerous sdentific papers. PIMCO CommoditiesPLUS Sti^ategy Fund e managed by 
Nicholas Johnson, a senior vice president and portfolio manager. He joined PIMCO 
in 2004 and previously managed the portfolio analyst group. Prior to pining PIMCO, 
he worked at NASA's Jet Propulsion Laboratory, developing Mars missions and 
new methods of autonomous navigation. He holds a master^ degree in financial 
mathematics from the University of Chicago and an undergraduate degree from 
California Polytechnic State University. 

How can i learn more? 

Ask your financial advisor for more information, including a copy of the prospectus. You 
can a!«D visit our v\«bsite at pimco.com/lnvestments or call us at 1 .888.87.PIMCO. 


About PIMCO 

PIMCO is a leading glc^ai investment 
management firm, with offices in 
10 countries throughout North 
America, Europe and Asia. Founded 
in 1971, PIMCO offers a wide range 
of innovative solutions to help 
millions of investors wwldwide meet 
their needs. Our goal Is to provide 
attractive returns while maintaining 
a strong culture of risk management 
and long-term discipline. 


Imestafs ^)oulcl conader the imestnmt ot^ecth^ rfsfct cha^ and ejpenses rflfte hjnds care^lfy fefere 
invesdna This and oth& irfyfmatkxi is axttained in the fmB' pnxpectuses »kI summaiy prospectuses, if 
avadabk maybe obt^iedbycontacthgyot^ fmwaladvisaoftyviatmgpsjmi^nves^ 

orbycakig 1-S88-87-PIMC0. Pl^ read them carefully before you invest or send rnoney. 

A word about risk: The funds invest in commodlty-iinked derivafive instruments, including commodity 
index-iiked notes, swap agm^ents, rommoc% options, futures and rn^ons on futures. These mstruments 
and comnuxiities in general may subj^ the hinds to greater votadlity than investments in badional securities. 
The value of a commodftyJInted derivative generally based on: price mcnnments of a commodity, a 
commodity lucres conti^ a commo^ index or economic variatNes based on changes in the 
commodities marf^. of derh^tive ir^mjments may involve certain costs and rlsls such as tiquidi^ risk. 

int«^ rate risk marlret risk, credit risk, management risk and the risk th^ a ftmd could not dose out a 
when K wtRiid be most achontageous to do so. The furKis' commodl^ exposures are backed by a 
portfolio of liTflayofHiKfe}^ seoirtbes and other fixed income Instruments. Inflabon-indoced borxls issued 
tv the U.S. Govenunei^ krwwn as TIPS, are fixed Income securWes whose principal value Is periodically 
rousted according to the rate of inflation, which wiU affect the Irrterest pa^bie m them. Repayment upon 
ma^iHy of tire ^jusbd (xindpal vakre is guaranteed by the U.S. Govemmort. Neither the current market 
vdue of kiflation-fndexed bonds nor the share value of a fund that invests in them Is guaranteed, and either or 
both mayfluctuate.Thesefunds may tr»est in norvU.S. securities, non-U.S. currency-denominated securities, 
whk^ mty greater risk due to foreign economic and political developmerTts, a small percentage in high 
^d sodirfll^ and may invest In morhiagb-rdated securities. Kigh yidd bonds tyi^ly have a lower credit 
rating tham other bards. Lower-rated bonds generdly involve a greater ride to prlird^ than higher-rated 
boTKls. The furxis are non-drversr^, wtUch means they may incur greater risk by concentrating assete in a 
smaller number of issuers than a diversified fund. The funds may also Invest In common and preferred stocks 
as weS as convertible securlbes of issuers In commodity-related industries. 


Past perfHTTBnn b no guatartee of keve resuite Thb mtevtal conte rts tta cunent opInfotB d PIMCO. which n to ctangs wl^ 

ncto Staterroib concaixrg firwidd marM trenCs are tesed on currerl mariga cenffiorts. vMch wia 
teese imesinwtt stiatogles dll work urcte dl martel condHons. and each investor should enkab thdr te hwst tor tB long 

durteg pertotb d dwiTtin h 

Akte nreesues 3 poctfoSoS rtsk-at^ustel perioRTtarcB, wtectr b tee dilkren beteem a podfotto 

bvel d iradEt ridt SB rreasured te t)da. Tte Ccreutner Index (CPI) b an iivnanaited Index represer^ tre r* d 

cof»iner prices as debnnifed by }« U.S. Oepartrart d Labor 9^^ 

Tte Dow Jones UBS Cornnody Tote Return trilot b coerposed d Uures conbacb (n 1 9 ptrysed conynodUes Tte Standard & Poors 
500 Conpo^ Index (S&P 50Q b at unmaregad Index generally repiesenbtee d tee US. stcck marlct The Barclays Caplal U.S. 
Aggregate index b cotrposed d seorties from ire Barclays CapU Gowrnnient^MI Bond Inder, Mclftgao^6aded Seoff^ 
arxt Ibset-Bacied Secures ktdsc 8 b gereafy coritidered te re tepresertehe dtre dotresde, kTAStwl-gnde. 
rradeet le Siibse Cornrnotly Bendirerk b an uvrartaged index cornposed d Uim corteacb on 30 pl^ 

ot^edive d ire berdinatk b to gain e^xtsisa te Itt broad corrirexiiy unhetsa «lde nteriairbig sufficlert 
dnsei) iBsad dt world producOon bveb, sutncHS open irtexed and vdure d badteg. Tre kidn b designed te t» 3 
dlwrsdied benclvTak Id ovriTxxnes as an assd dass. 8 b nd posdble to kived diteedy In an Index. 

RMCO advised fiintb distributed by PIMCO Investments U.C 

Investment Produds 

I Not rote Insured j May Lose Vblue j Not Bank Guarant^d j 
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P I C O Y^ ui i Aij-ho'i»v 


PlMCO.com / Irwestmems 
PIMCQ IWBSTMSNTS LLC 


Advisor CcDter Products Literature Ab«)iitUs PIMCO.com 


Advisors: log In Of Register [ Account login I 


PIMCO com > Snvsstmer.ls Han 

Mutual Funds 


[gniw search lemi ^ EnlifeSita • 

Advanced Se^c^ 


A« dots as of OS.'BCfl 1. k«ues$ oshennse ndicatBO 


PIMCO Cominodil5-RealReturn Strategj' Fund INSTL 
(PCRIX) 


PBifommnee guofed represents past performance. Past peiiormance is no giiaramee of Mure restdfs. investmen return 
ana tne pnndpal value of an mvesl/rteni mil ikictuate Shares may be wruih more v less hart ongm^ cost wAen 
leOeemea Current performance may be tovver or hgherihan peilormance sbovm. Pertomance quotea does not reflect 
any sales charges, if applicable, and pertormarKe woMIbetoweriliiifKl Cbck Performance tab for pefformance current 
10 the most recent month-ana 

PIMCO 


Products 


Mutual funds 
Managed Accounts 
ETFs 


Select a Product 

|en»r nine symool or CUSIP 


About this Fund Performance Poitfoiio Documents 


Print-fri^tdly 


ClustNSTl 


or Jicicct: 
PIMCO MMual Funds 
Managed Accounts 
ETFs 


Objective 

Seei(s maximum real mium eonsislent with prudent 
investment managemera 


AN data as of ID.'id.'ll 

Daily Price 

NAV CHG{<} 1 Day Return VTO Return 

$7.66 -$0,11 -1 42% -6 29% 


Contact Us 

for all mguIrlBS please contact us 


Primary Portfolio 

Commodity (ntfex-linksd derivative instruments backed by a 
portfolio of inflatiort-indexed bonds and other faed income 
securities 


At a Glance 


Symbol 

PCftlX 

CUSIP Number 
722005667 

Total Fund Assets (m millions) 
$22,789.4 

Share Class fnceptiwi Date 
06(2613002 

Dividend Frequency 
QUARTERLY 

Maximum Sales Charge 


Net Operating Expenses 
0.740% 

Total Annual Operating Expenses 
0.890% 


Historical Prices 

$7 79 $7,76 $7.77 

10/14111 10/17/11 icyiarn 

Hrsioneal data 

Core Documents 

. . POF Annual Report £■ 

PDF Dividands and Capital Gains e> 

. POF Fund Card f: 

■ POF Fund Overview t 

ri n.5 Holdings Report fi> 

M tXS Portfolio Statistics & 

POF Prospectus p 
POF SemiAnnual Report 
. ’ POF Statement of Additional Informafion 
. POF Summary Prospeaus & 


I wantto... 

Access Total TR 

Listen to Conference Cells 

Downioad a Form 

Access Tax informaiion 

Go Paperless: Sign up for eDeIrvsry 

Use the PIMCO Pertormance Cateulator 


Fund Overview 


Summary 


Managers 


Cfipfun’jio tlie divavijicatim otid injlotim- 
hedging ixitential of commodities 
Wtft its mnovaiive DewMe Reart" strategy, this ortijue Fund 
seeks to capture the peiformanc* potential of a commodities 
index B8<3s^ with Treasury inBation-Protected Securtaes (TIPS) 
The resulting ponfoHo potettiaBy offers a douWe hedge against 
inflation and a powerM diversification tool 



My Dock ; Advisor login 




bud modets to explain 
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PIMCO I PIMCO CommodityRealRetum Strategy Fund 


Page 2 of 3 


Why tnvMt in ttilt Fund ^ <^ar«nce twtwMn maitar and anti^attvr. He has nine 

years of inveslflieni expehence and holds a Ph-D. in 

A Double Real‘s ii^ation-hcdging strategy (heoreticai i^ysica from tt» IWvetsiiy of Ovcago. 

InstaaS of MvesSne in physttU commodRUis. »e Find purchases 
dsrivalivas Inked to a broad Met. halprtg ti dtvmify w^Miyt 
commi ttno MAstantisl capital. The then ‘coUateratos* 
these dsmrtlives wtih an activaiy managed TIPS poRfotio. This 
dual approach saahs to ci«iMtza en mat (sasr-mtlsgon) rabsnt 
from ctammoaBie s and real returns from TIPS. Tff»S may dadne 
in value 9 MterMt ratss rise, wd may be partici^arty sansttiva it 
real inmiest rates rda nMMHy. 

.4 cco'^iRy cftosen index 
The Fund ^fars aj^osure to the pertiyinance potanttM of the 
Dcsv Jonas-UBS Co m modity ToUM Return Index, which prowdes 
broad dlvarsHIcaeon aerost 10 physical cemmodiMs. The Index 
also ofleis an arnusl labidancmg feature, which may amiance 
potMial latums. and raHss on daerty detinod ruici to ensure 
that no skigM commodity or sector dormnslas the index, which 
may he^ reduce votatiiay. 

7^e diversification potential of commodities 
ConvnoOtiee are real assets fike a£. metal or gr«n. as eppMed 
to >mer* asasts dke stocka or bortds. As a lesuk. they tee 
saroieve to cflOerant economic factors tttd tend to pertorm 
cHferenSy, Id at^danead by thek low or napMlve cstTMdioR 
(tandan^ to move h tandem) with stodts and bonds. Adding 
cammocnias to a balanced portfolio may enhance ovarM 
dtvaraMeation, though divarsificaiion doss not guarantee a proCt 
or protect against lots. 

tovwtmwrt PreetM 

Rather than Invest dracdy in physical eommodWos, die Fund 
Miplays an ’anftancad^utmC strategy. Spccdlcaly. the Fund 
gains e)90aura to the cornrnodity rnarkMt ihrou^ hvesimeru in 
eammodily4ndax-4Mu)d ctarivativa instRsnenu and tfrou^ 
imaitmanta in lha PMCO Caymm Commodity Fund I Ud . a 
whoi^ ownad tubaidaiy of the Fund organmd undar dta lews of 
the Cayman lUanA (dia "Subsidiary^. TT« dattvafiya 
insemmams M which the Fund and the Suintttary prtmaiify inland 
to Invaat ar* mavumards Hnkad to eartam commoeliy mdicas. 
fpacacaeythaOowJo n ae' O BSCommodky Tout Return indax. 

Addtoonaly. the Fund or the Sttotodlary may Invaat in darivaiive 
intirvmanta linked to tot vahN of a parbcuter commodcy or 
eommedtty futures coroact, or a sutoei of commodkiet or 
ccmmotW y ftnutas co ntract s . Ths Fund cekaterahtes toe 
eo m m otg^Hndex-Bnked dertvalM tosauments by tnvesttog its 
assets in an aeiivety managed portfoBe Miesorvtodexed bonds 
toxi other Ibted^worrMsecuiWaa. inftWorvetdSKod borxis oflar e 
ratumtoatlsiMiadtoaisngatintoeraMofintaiian Asaresun. 
the Fund aumpa toemptoy s DouMRaal’^ strategy. teeUng 
to capitobto on toe Medon-hedging proparbei of both 
oommedlties and tfiflaborMndaxed bcrtds. PMCO has extonsive 
axparianea In managing both todex-finkad aaoatiiet and m 
eoitotarto becking Ms type of exposura. 

.Abmif CbrnmoditV'/ndex'-LinJced /nfh'uttientd 
Commotadet are asaaa tftot have ttoigibie propataaa, such u 
ea, meUto and agnmAurai products Rather then invest 4recSyln 
toeaattoysicaleommodiies.toeFtaidmayuseeiangeoftndex- 
dnkad instnaMMa to gain exposure to toe eommodWet mtoket 
AswitoervoommodSy-tnoex-Inkadintirurneno. value of 
toase to tbu mentoiney be eftoctod by overall market movemenu 
and otiar factors that affect toe value of a particular tndutby or 
eommod>y, such as wealhar. dtoaaee. antoergoea or pokbcal 
and ragukMUy davalopmenis. Tha market tor these mstrumams 
hat evrtived and become more sophrtUealed. oflering rtsfc 
management sokdtotts end often aebttg as a srittmuta for direct 
aacurkiea owfMHsh^ 


Invtstore MtotM consider the inYSStment obfeetivM, rtsks, charges end sxpansos of the funds eerefuny before Investing. This and ether Information are contsiRed in the 
funtfe preepee^ anct aumnwry preapectue. tr avaUaWe, vvWoh may ba obtained by eontactlng your ftneneiai ecMeor or PIMCO repreeontabve. Cilok here tor a coittoMa 
list of dut raNCO r^mds prospectuses snd summary prospscluses. Phn* retd them cwefully before you Invest or sertd money. 


A word abeid rWc 

f/xaO Mcorne AiMstmeme ere aubjeci fo interest rate risk: ffwtr value wis normeky decffne es mfwvaf rates rise. CommodrMs era essets the! have tenable properties, such as oB, 
metals, eridegriaaifralpforliKls. ComtmOities and ootivnodrijr-mrfex-linhed securities tney be elfecieO by o^rallriraiitairnoverrreritsstncl ether factors that elfect the value <)l a 
patbailerintiijstfy Of commodity, such as isemer. ctseese. embargoes, orpaibcel ana tegrMory detofewmaofs. The value of s commodHHinkeef Oerivativeis general^ bssed on: 
prteemovwTwnfsofaeornmodrty. a ccw / nodiy ftrfumscorttiaa ecerwrnck^iridBx. or othw^eco n ortUevarteWesbesetf on cftengeei/iffw eorwmocHles rnarketo. (.fse of derfy^ve 
hwhww^ nuy Evolve corfafn costs tmd neks sutto es tguidty risk, interesf ram risk, rrwfM risA erecR rtsA rrwrtapernenf risk arid the nek fhsf e ftmd could ricf cf^ 

Mhen if wottto IM most aefvantageous to do SO- PodftyrosrhvasfrflgrndaflvatfvascoutoftOsemorefhanthapnncrpefamounfrnvbstedinfAosetnsfrirmerHs. 

Uoi^iege-becIreiS securities am subject to fxepayment ri^ ano may be senaritve to Otengee in pteveKrrg Interest rsaes The value olaomemortgeae^r^eteri or asset-beckeri 
securibes may be parbculariysenstbve to Merett rate changes, and there is no assurance tbetprtvtriairtsurertol the uriOartyinymortaages or assets vriSme« their rMipabons. The 
Funcrsixinmocktyexposuteisbectu>abyapotttoboofmll^ior>-indexedsecuttt m enaotharlbed-uKeme instnjrtrentt. Inllatlon-indexedbondsissuedbytheU.S. Government known 
esTtPS. are fyed-irKorTfesecuritm whose principal value is periodically e^sted according h> the rata oUnhebon, wheh will etfect the inferestpay^ on them Repeymmupon 
meiurityofihe aerated principal value ia guaranteed by the U.S. Govetnmerd.Neimee the current rnetim value of mitabon-rndexad bonds nor the sham valuer^ a hind that invests in 
thwi is guarertteed, and either Of both may fluctuae. This Furtd may <m«sf^norM/.5.secunses. whtch may entail greeter risk due to torergn economic and poSOcaldevelr^imetris, 
the^ risks may be enhanced in emerging markets. ThisFundianon-divetslIled.whichtrteanaitmeyincuf greeter risk by concenbebng its easels in a smelier number of issuers tl^e 
dversibad fund. 


CUCK TO VIEW OUR BUSINESS CONVNUITY PLAN, PROXY P<HJCIES S VOTING RECORDS. OROtMPfdVACY POLICY. 
PIMCO 
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RYDEXISGI LONG SHORT COMMODITIES STRATEGY FUND 

RYpEX;_SGI 




FUND HIGHLIGHTS & 

APPLICATIONS 

• Offers broad exposure to the 
commodities markets, which 
has traditionaiiy served as a 
way to participate in the growth 
of the global economy and as 
an 

inflation hedge 

• long/short strategies may help 
mitigate commodities portfolio 
drawdowns 

• Potential low noncorrelation 
to equi^ and fixed income 
markets 

INVESTMENT STRATEGY 

The fund seeks to achieve positive 

total returns wth less vdatility than 

the broad commodity markets 

INCOME DISTRIBUTION 

FREQUENCY 

Annual, if applicable 

FUND TYPE 

Commodities 

PORTFOLIO MANAGERS 

Team managed 

BENCHMARK COMPARISONS 

• JPMorgan Core Commodity-Invest- 
able Globa! Asset Rotator Sigma 
Long-Short Total Return index 

•S&PGSCl 

• DJ UBS Commodity irtdex 

SYMBOL & CUSiP NUMBER 



Symbol 

CUSIP# 

A-Cia$s 

RYLBX 

78356A244 

C-Ciass 

RYIEX 

78356A236 

K-Class 

RYLFX 

78356A251 

Institutional 

Class 

RYITX 

7a356Ai52 


For information, 

call 800.820.0888 or visit 

www.rydex-sgi.com 


RYDEXISG! LONG SHORT COMMODITIES STRATEGY FUND offers broad exposure to the commodi- 
ties markets throu^ a s^t^natic trend-icl«Ttif^ng strata©' that seeks to exploit both rising and failing price 
trends. 

The fund may be up to 100 % long and 1 CK)% short ( 200 % gross exposure) at times in ener©, metals and 
agricultural commodities. The long ^wt approach may mitigate Uie votatili^ and drawdowns often experi- 
enced in long-only eommoditi^ investif^ while attempting to preserve other characteristics often found in 
commodity investments, sudi as d>e potential for a kw wrelation to equity markets and use as an inflation 
hedge. 

INVESTMENT PROCESS 

The fund follows a transparent investment methodoio© that: 

• Seeks to identify longer-term price trends in 14 commodities futures 

• Tests recent price movemerjts for consistency relative to the longer-term trend 

• Weights positions equally 

• Attempts to control for expected portfolio volatility 
investment Universe 


Natural Gas 
Gasoline 
Heating Oil 
Brent Crude 
WTi Crude 

Illustrative Summary 



tferaistencyScoje/Sti^ loss 


Synthetic Portfolio 





Rydex|SGILongSho(tC»nmoditie5Strat^Fundbsubiecttoa numberof rtsksamlmaynotbesu)tabl«fora!l investors. * The furtd's use of derivatives such as futures, 
o^iorrs, structured rxXes and swap ayeemente may o^ose the fund to additional risks that it would rtot be sutiject to if it invested directly in the securities undertying those 
derivatives. • A highly liquid secwtdary market may not exist for ttie ccmimoditylinked ^ruciured notes the fund invests in. and there can be no assurance that a highly liquid 
secondary market will develop. The fond's ej^wsure to the commod% markets mso' subject the hirxl to neater volatility as commodity-linked investments may be affected ty 
changes in cverat! market movements, commodity index volatiSty, changes in interest rates or factors affecting a particular industry or commodity-such as droughts, floods, 
weatoer, embargos, tariffe and international economic, tx^itical and regulatory dev^opmenis. ♦ ThefotHl's use of short selling involves increased risk and costs. The fond risks 
paying more for a securi^ than it received from ite sale. Theoretically, securfUes sold have toe risk of unlimited losses. The more the fund invests in leveraged instruments, 

the more the leverage will ma^i^ any pins or losses on toose investments. • The food's inveswnent in ctoer investment companies, including ETFs. subjects the fund to those 
risks affecting the investment company, including the possibility that toe ralue of toe underlying sexturiti^ held by the investment company coukJ decrease. Moreowr, the fond 
will incur its pro rata share of the expenses of toe underlying investm^t companies' expenses. * Securities are not deposits or obligations of any bank, are not guaranteed by 
any bank, are not insured ty the FCSC « any other apncy, and mvotveinveamentr^ including toe possiWe loss of the principal amount invested. • Seethe prospectus for 
more details. • The fund is considered nondiversilied and can invest a greater portiwt of as assets in securities of individual issuers than a diveraifted fond. As a result, changes 
in the market value of a singe security could cause greats fluctuatkmsn the value of ftmd shares than wotdd occur in a more diversified fond, 
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RYDEXISGi ALTERNATIVE MUTUAL FUNDS OFFER: 

• Daily liquidity. 

• Datb' performance in addition to semi-annual and annual reports. 

• Convenience of 1099s for tax reporting. 

• Availability to all investor*, depending on investment minimums and investor suitability. (Not subject to investor accreditation.} 

• SEC-registered and-regulated. Although registration wiUi the SEC is a requirement for a 1940 Act mutual fund, neither the SEC 
nor any other regulatory organization endorses, indemnifies or guarantees the fund's performance. 

*Exciuding non-resident aliens. 

AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30/2011) 



YTD' 

1-Year 

i 3-Year 

5-Year 

10-Year 

SI 

Gross/Net 
Expense R^o* 

Inception 

Date 

A' Share Gass (w/Ioad) 

-l.SS% 

15.98% 

n/a 

n/a 

n/a 

4.60% 

2.09%/ 1.93% 

6/25/09 

A-Sharea«is(NAV) 

3.37% 

21.78% 

n/a 

n/a 

n/a 

7.17% 

2.09%/1.93% 

6/25/09 

C-Share Gass (w/load) 

1.99% 

19.90% 

n/a 

n/a 

n/a 

6.35% 

2.83%/2.67% 

6/25/09 

C-Shareaass(NAV) 

2.99% 

20.90% 

n/a 

n/a 

n/a 1 

6.35% 

2.83%/2.67% 

6/25/09 

H-Share Gass 

3.38% 

21.79% 

n/a 

n/a 

n/a 

7.15% 

2.07%/1.9I% 

6/25/09 

Iiutitutional Gass 

3.53% 

22.15% 

n/a 

n/a 

n/a 

7.88% 

I.88%/I.70% 

5/03/10 

C-IGAR Sigma Index* 

3.56% 

25.30% 

n/a 

n/a 

n/a 

11.59%' 

1 

n/a 

- 

S&P Gsa* 

2.71% 

26.11% 

-21.66% 

-6.16% 

3.69% 

9.10%* i 

n/a 

- 

DJ UBS Commodity Index* 

-2.58% 

25.80% 

-11.82% 

-0.05% 

6.59% 

13.21%* ; 

n/a 

- 


Performance eSsptayed reprosenta past perfomiance, which b no guarantB^ of future reauHs. Investment return and piinc^iiedlvalM 
wfH fluctuate so tfiat wtjen shves are r edeemed, they may be wortft more or less tfrim orf^na/ cost Returns reflect tfte rein vestmen t 
of all dividends. Current performance may be lower or h^ierthan the performance data quoted. For u/>to-ds(e fund pwformanee, 
Including performance current to the most recent monthond, visit our web site at www.rydej(-s0.com. c/ass AShare wKh load perfor- 
mance reifects a maximum sales charge of 4. 75%. AShare /nvestors may be ei/g/P/e for a reduetlon In sales charges. Under certain circumstances, 
there may be a<^SCofl% for redemptions within 12 months of purchase. Oass OShare with load performance refects a max/mum contingent de- 
ferred sales charge (CDSC) ofl% for shares redeemed within 22 months of purchase. For additional information, see the fund's prospectus. 

Effective Jtiy 11, 2011, the fund's investment objective ctmnged from seeidng to eeck the perfymance of a benchmark to seeking d achieve positive absolute returns. 
The furxt^s prtne^ mvestment strategy was also revised to reflect the new obfective. 

‘ feruel^ar returns are cumulative, not annuelizeO. Performance results are tivort-term and may not provide an adeouate basis for evaluating the performance 
potendal of the fund over varying market conditions or economic cycles.^ Returns are for the period 6/25/09-6/30/2011 (since incec^ of RydexiSQI Long Short 
Commodities Strategy Fund H«Class). * The net expense ratio reflects the advisor's egreemem to waive the management tee ft receives from the furvd in an amount epuei 
to Uie managnnent fee paid to the advisor tiy the subsidiary. This undertaKIng ww continue in eff ect for so long as the fund invests in the subsidiary, and may be termL 
nafod only with the ^iprtval of the fund's board of trustees, in any ev«nt. the undertaking wW continue through April 30, 2012. See the prospectus for more Information. 
*04GAR Sigma, S6^ 6SC1 and OJ UBS Commodity Indices are shown es perfortnarvce comparisons. The referenced indices are unmana^d and not available for 
direct invesbnent Index performance does not reflect transaction costa, fees or expenses. 

MeH(ltMlelirMH;J.P.MorganandJPMorganCoreCommodi^rTveststileGlobalAsseiRcitatDrSigmeLong6hortlnd«xaretrademarl«ofJ.P.MorganSecuritiesLtd.(togedverwith 
Itsaffliietes, 'Jit Mo^n')andhave been licensed Apr use by Rydeainvestmentsartdltsafllfistes.'TheinflsrrTvatxmandlPMorgBnCore Com modl^nvestableGlobid Asset Rcflattir 
Sigma L0ng6hortlndexmayncXbeeopled.usedcxdtslrit)utedwithoutJ.P.MorgBn'spriorvvrittenapp)ovaLCopyrlght2Oll.J.P.Morg8n. All ritfrts reserved. Rydex|5GI Long Short 
Commodities StrBte&fnjndBnotspotvsored.endorsed.soldorDromot«d by i.P.MorgBnarKlJ.P.MocgBnmslesnorepreservtBt)onregardingtheadvisabHfly of tnvestinginthefund. 


For mors complete Intortnadon regarding the ftmtf, caff 800.830.0688 or rfsAwww. 

rydto(-s0.com for a prospoehis and a summary pro^teetus Of Imsstors 

ahooM caieftrfly consider the Inveetment oh j e eft r ei , rtsks, chs i g e s andexponsss of 
ahmdbeforsbtm^g'thelmtd'sprospeclmandltavtmmaryptospoGtMOttn/sP’ 
able) contslRS this and other foformatfon shout the ftind. Ptosse read the pro^focha 
and summary proipectus (IT ava/tetde) csrehiSy hehHe yoa Invest or swxf money; 


RYDEX I SGI 


RydSKlSOI fwMie an dMffouM by Rydex OistrflMtora, UC (ROg. Security tnvesfors, LiC (S) 
is a re0st»ed Inwe^ment advisor, and does business as Secuifo' Global imestors* arvd Rydex 
InvestmentB. 9 and ROL are affiliates and are subMIaries of Security Benefit Corporation, which is 
whofly owned by Gki^enheim SBC Hofoings, LLC. a special purpose entity macvaged by an affiliate 
df Gug^h^ Padnes, tlC, a (^versified financial services firm with more ttvan SICX) bUfton m 
assets under supKVi^. QTR.^.SCR-06il x0911 ff3199 


For information, call 800.820.0888 
or visit www.rydex-Bgi.eom 
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RYDEXISGI MANAGED FUTURES STRATEGY FUND 

jRYDEX SGI 




FUND HIGHLIGHTS & 
APPUCMTiONS^ 

• A medium-term-trend- 
following managed futures 
s&ategy 

• Balanced exposure 
between commodities and 
financial markets (but does 
not take short positions in 
ener©) 

• Investment methodology is 
primarily based on the S&P 
Diversified Trends Indicatw 

INVES^ENT PROCESS 

RydexjSGI Managed Futures 
Strata^ Fund seeks to 
achieve positive absolute 
returns. 

TOTAL ASSETS 

$2,592,373,196 
(As of 6/30/2011) 

INCOME DISTRIBUTION 
FREQUENCY 
Annual, if applicable 

FUNOT\PE 

Alternative Investment l^ind 

PORTFOLIO MANAGER 
Team managed 

BENCHMARK 

COMPARISONS 

• S&P Diversified Tr^ds 
indicator 

• Sank of America Merrill 
Lynch 3 Month Treasury Bill 


SYMBOL & CUSiP NUMBER 


Symbr^ 

CUSIP# 

A-Class 

RYMTX 

78356AS17 

H-Class 

RYMFX 

78356A491 

C-Ctass 

RYMZX 

78356A525 

Institutional 

Class 

RYIFX 

78356A145 


For information, 
call 800.258.4332 o 
visit www.rydex-sei.cs 


R)^EX|SGi MANAGED FUTURES STRATEGY FUND seeks to achieve positive absolute returns us- 
ing 3 rules-based trend-Mlovnng strat^. It represents a composite of commodiiy and financial futures 
designed to provide e)q>osure to b(^ up and down major global market price trends. Positions may be 
either long or short based on currwJt prices relative to their moving averages. 

SECTOR WEIGHTINGS 

The fund gains exposure to 14 sectcws. vwth 50% allocated to financial futures and 50% to commodi^ 
futures. Each month, ttie fund's sectw exposure is rebalanced to the weightings identified below, and 
sectors may be positiOTied either long or short, depending on current prices relative to their medium-teim 
moving averages. The one exception is the energy sector, Mhich cannot be held short because of political 
issues, economic changes and other risk foctors unique to that sector. Should the er^ergy sector take a 
neutral position, its <^i^ting will be allocated proportionately to the other sectors. 


Physical Commodities— 50% 


Financials— 50% 



Australian Dollar 2.00% 
British Pound 5.00% 
Canadian Dollar 1.00% 
Euro 13.00% 

Japans Yen 12.00% 
Swiss Franc 2.00% 

U.S. Treasury Bonds 7.50% 
U.S. Treasury Notes 7.50% 


Softs 4.5<Wfe 
Grains 11.5(W6 
Livestock 5.00% 
Precious Metals 5.25% 
Industrial Metals 5.00% 
Energy 18.75% 


Composition is subject to change. 


‘RydextSSt Managed Futures Strategy Fund Is subject to a number of risks and may not be suitable for all Inves- 
tors. Investing In mutual funds Involves risk and does not assure e profit • The fund's use of derivatives Such as 
futures, options, structured notes and swap agreements may expose the fund to additional risks that It vroutd not be 
subject to if it invested directly in the securities underlying those derivatives. A highly liquid secondary market may not 
exist for the commodity-linked structured notes the fund invests In, and there can be no assurance that a highly liquid 
secondary market will develop. • The fund's er^r^ure to the commodity and currency markets may subject the fund 
to greater volatility as commodity- and currency4tnked derivative investments may be affected by changes in overall 
market movements, commodity index volatility, changes in interest rates or factors affecting a particular industry, com- 
modity or currency, such as droughts, floods, weather, livestock disease, embargos, tariffs and international economic, 
political and regulatory developments. The fund may also irreur transaction costs with the converskm between various 
currencies. • The fund's use of short selling involves increased risk and costs. The fund fi^ paying more for a se- 
curity than it received from its sale. Theoretically, securities sold short have the ri^ of unlimited losses. • "foe fund's 
investment in other investment companies, including etfs. subjects the fund to those risks affeclirrg the inwstment 
compare, including the possibility that the value of the underlying securities held by the investment company cixjld 
decrease. Moreover, the fund will incur its pro rata share of the expenses of the underlying investment companies’ 
expenses. • This fond is considered nondiversified and can invest a greater portion of its assets in securities of indi- 
vidual issuers than a dsversiiied furrei. As a result, changes in the market value of a single security could cause greater 
fluctuations in the value of fund shares than would occur in a more div^ified furKf. Securities are not deposits or 
(Miligations of any bank: are not guaranteed by ar^ bank, arc not insured by the FWC or any other agen<^, and involve 
investment risk, including the possible toss of the principal amount invested. • See the prospectus for more details, 

'S&P*' and 'Standard & Poor's** are trademarks of Standard & Poor’s Financial Services. LLC and have been licensed 
toruse by RydexjSGI.RydexISGI Managed Futures Strategy Fond is not sponsored.endorsed. sold Of promoted by S&P. or 
Mpha Financial Technol^es. Inc. ('AFT*), the owner of the Diversified Trends Indicator method^ogy. and S&P and AFT 
make no representation regarding the admabHity of investing in the fund. 
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RYDEXISGi ALTERNATIVE MUTUAL FUNDS OFFER: 

• Daily liquid!^. 

• Daily performance in addition to semi-annual and annual 
reports. 

• Convenience of 1099s for tax reporting. 

• Avallabiii^ to ail investors*, depending on investment 
minimums and investor suitability (Not subject to investor 
accreditation). 

• SEC regstered and regulated. Although registration witt» 
the SEC is a requirement for a 1940 Act mutual fund, 
neither the SEC nor any other regulatory organization 
endorses, indemnifies or guarantees the fund’s performance. 

♦Excluding non-resident aliens. 


PORTFOLIO RISK/RETURN METRICS 

Since Fund Inception {3/02/2007-6/30/2011} 



RYMFX 

S&PD'n 

ML3M 

T-Bills 

AnmialfereH Standard Deviation* 

n.4i 

11.45 

0.37 

Beta^ 

1.38 

1.52 

1.00 

Annualized Alpha* 

-0.35 

0.51 

0.00 

Sharpe Ratio* 

-0.02 

0.05 

0.00 

Correlation'* to S&P 500 

•0.13 

-0.10 

-0.12 

Correlation'* to ML 3M T-Bills 

0.04 

0.05 

1.00 


Source: FactSet Calculations performed using dally data points. 


AVERAGE ANNUAL TOTAL RETURNS (AS OF 6/30/2011) 



YTD* 

1-Year 

3-Year 

S'Year 

10-Year 

SI 

Gro» 

Expense Ratio* 

Net Ex^nsc 
Ratio* 

Inception 

Date 

A-Class (w/load) 

•S.S0% 

-4.28% 

•4.26% 

n/a 

n/a 

0.19% 

2.04% 

1.97% 

03/02/2007 

A-Class (NAV) 

-1.09% 

0.$1% 

-^69% 

n/i 

n/a 

1.32% 

2.04% 

1.97% 

03/02/2007 

C-CIass (w/lotd) 

-2.42% 

•1.24% 

•3.42% 

n/a 

n/a 

0.57% 

2.79% 

2.72% 

03/02/2007 

C-CUss (NAV) 

-1.44% 

-0.24% 

-3.42% 

n/a 

n/a 

0.57% 

2.79% 

2.72% 

03/02/2007 

H-Class 

-1.09% 

0.51% 

-2.69% 

n/a 

o/a 

1.32% 

2.04% 

1.97% 

03/02/2007 

Institutional Class 

•0.93% 

0.83% 

n/a 

n/a 

n/a 

0.03% 

1.78% 

1.72% 

05/03/2010 

S&P DTl‘ 

0.69% 

2.99% 

-2.72% 

n/a 

n/a 

2.18%* 

- 

- 


Bank of America Merrill Lynch . 

3-Month TVeasury Bill* 

0.16% 

0.42% 

n/a 

n/a 

1.S2%‘ 

- 

- 

- 


P9Tfymanc9 dlaplayatl represents past performanee, which la no guorantoo of Mura results. Invaatment return and principal value 
will fluctuate so tftat when aharea ara redeemed, they may be worth more or leas than original cost Returns reflect the rainvaatment 
of alt dividends. Current performance may be lower or higher than the performance data quoted. For up4e-date fund performanee. 
Including performance eurrettt to the most recent month-end, visit eur web site at www.rydex-agl.com. Class A-Share with load perfor- 
mance reflects a maximum sales charge of 4. 75%. A-Share Investors may be eligible for a reduct/on in sales charges. Under certain circumstances, 
there may be a CDSC of 1% for redemptions within 12 months of purchase. Class C-Share with load performance reflects a maximum contingent 
deferred sales charge fCOSC) of 1% for shares redeemed within 12 months of purchase. For additional information, see the fund's prospectus. 
Effective July 11, 2011. the fund's investment objective changed horn seeMng to track the performance of a benchmark to seeking to achieve positive 
absolute nrturnt. The fund's principal investment strategy was also revised to reflect the new objective. 

*Partiat-yeaf returns are cumulative, not annualized. Performance results sra short-term and may not provide ar> adequate basis for evaluating the 
performance potential of the fund over varying market conditions or economic cycles. * The net expense ratio reflects ths advisor's agreement to 
walva the management fee it receives from the fund in an amount equal to the management fee paid to the advisor by the subsidiary. This under- 
taking wilt continue in effect for to long as the fund invests In the subsidiary, sr«d may be terminated only with the approval of the fund's board of 
trustees. In any event, this undertaking will continue through April 30. 2012. See the prospectus for more information. ‘The S&POTi and Bank of 
America Merrill LyrKh 3-Month Treasury Sill are shown as performance comparisons. The referenced indices are unmanaged and not available for 
direct investment. Index performance dees not reflect transaction costs, fees or expenses. * Returns are for the period 03/02/2007-6/30/2011 
(since Inception of Rydax|$6i Managed Futures Strategy Fund H-Class). *St8ndBrddevlatloR Is a statistical mwura of the historical volatDIbr of an invest- 
ment More generally, a measure of the extent to which numbers are ^iread around theh averages. The higher the number, the more volatiUty is to be upected. 
'BetKAmeasureofsfund'ssensitMty to market movements. Thebetsorthemarket Is 1.00by definiUon. Momingstar calculatas beta by comparing a fund's ex- 
cess r«ri:um over Treasury bite to the ntarket's excess return over Treasury biUs. so a beta of 110 shows that the fund has performed 10% better than its benchmark 
indee in up markets and 10% worse in down markets, assuming all other tectors remain constant Conversely, a beta of 0.85 indicates that the fund's excess return 
Is expected to perfexm 15% worse Uten the market's excess return during up markets and 15% better during down markets. *Mplia: A coefficient which mersures 
risk-ousted performance, factoring In the risk due to the specific security, rather than the overall market A high value for alpha implies that the sto<A or miAuai fund 
has pO>rmed be^rthan would have been expected given Its beta (volatility). 'Sharpe retie is a risk-edjusfod measure develop^ by \MlllamF.Shen>e, calculatad 
using standard deviation and excess return to determine reward per unit of risk. The higher the Sharpe ratio, the better the fund's risk-adjusted peiformartce. The 
3% r^r^ents die ri^r-bee rate of return, usually based on the three-month US. Treasury Blit. ^Correlatlen is a statistical measure of how two securities move in 
relation fo each other. This measure ranges fiom -1 to -ri, where -1 irtdicates perfect negative correlation and '^Imdicates perfect positive correlation. 


{food Ote fund’s proapecM and eummary preapectua (If evalleble) cereMly before 
investing. It contains the fund’e Investment ebJecOvea, rfela, charts, expeneea and 
outer InftHmaUott, wNeh should he consIdefO eare^Uy before Investing. Obtain 
a prospeefos and summary prospectus (If available) at www.rydex-fg(.com or call 
800.25&4332. 


RYDEX I SGI 


RydexiSOI funds are disMbtitod by Rydex IMaWbutora. LLC (ROL). Security Imestors, UC (SI) 
is a reipstered invesunent advisor, and does business as Security Global Investors* and Rydex 
investments. SI and ROL are affiliates and are subsidiaries of Security Benefit Cc«poretion, which 
is wholly owned by Guggenheim SBC Headings, LlC. a special purpose entity managed by an affili- 
ate of Guggenheim Partners, U.C. a diversified financial services firm with morethart $100 billion 
in assets under supervision. QTR-FSMF-0611 x0911 #3201 


THE INrELLIGENT PURSUIT OF WEAITH*" 

For information, call 800.258.4332 
or visit www.rydex-sgl.com 
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Van Eck CM Commodity Index Fund August 2011 

yan8ck.com/cmc I vanet^com/cmnmodtties CMCAX I COMIX I CMCYX 

%8 V^ Eck CM .Ci^rncdtty index Fund is a passivel^anagKl.ip^.^nd ^at see^ to ^ic!^ bek^rs fees £md ex|>ens^, the performance 
of the UBS Bipbmbe^ Cpn^t Ma^^ Commodi^ Toy 'Return jndPx The pmplcf:^ a mettiodoio^ Uiat seete to minimize 

- k> the front end of die futir^ curve and divemtf^ acro»'matud^. By spreacfing ^ eiqidsure across muWple mahiPdes, die Index can 

potefitialiy midgate the impacte of ctm^ngo nega^ rod yield. 


CMCI Target Weightings {%): 2H 2011 



0% 10% 20% 30% 40% 


imemes: Class A: Ckoss 1 .52%: Net 0.95%: 

Class t &D8S 0J8%; Net 0.65% and Class Y: 

Gross 1 .2)^ Nci 0.70%. Expenses are capped 
rxxitractuaily until 05/01/1 2 at 0.95% tor Class 
A, 0.65% tor Class i and 0.70% for Class Y. Caps 
exdude certain eigienses, such as int^esL 

The tables present pad p^tormance which Is 
no gumantee of future resufts and which may 
be lower or higher than current p^formance. 
Returm leftec! ^ipficaiiXe fee waivers and/or 
expense reimbursements. Had the Rjnd kicurred 
ail expenses and fees, Investment returns would 
have been reduced. Invesbnent returns and Fund 
di^ ^!t Huchiate so that kiv^hx's 
diares, wh% redeemed, may be worth more or 
less dian dieir «k|kia] cost Fund returns assume 
th^ (BvidKtds sid c^Xtai gakis distrlbudons have 
be«i relrwed«l ki the Fuid at NAV. Index retxns 
assjme that diyid«i& of die bidex consdtuents h 
d» Index h^ been reinvested. 


This Fund is newiy o^d and tm a Hmited 
(grating hls:^. The i^rfonnance shown for the 
fiidicss does rxrt refled fees and charges, which 
are as^^ vddi die purdtase and ownershh) 

0 t the Fteid. indices ere not securities in which 
fnvestments can be made. 


investment Approach . 

■ The^F^^fid.Mbte fo thd perft^ance of the CMQ by primarily iriv^ng in commocHty4inked 
' ^dc^;^ tfi^e c«|s^d^ secwldes, such asU^S. Treasury Bills 

M The Fuh^mayjnved in if^rnentejfi'kdi to the ^iie of a p^culs^poiiimPdi^.pr 
cornnio^tty'futum conty:t throu^ a ^oRy owned subsidiary of th^e Fund foimy 
In dw Cayrnah. islands 


UBS Biobmberg CMCI Hii^gMs 

■ Oiversifi^. acr^ 27 Mnini^i^ PompPnenfs and up to ^e maturities 

■ Pptentiai fpf hjghd Hsk-adjieyi feihims ftui tr^ltipnai commod% fntdces 

■ Cori^t ifiat^ appnK^': daily rolling of a sm^t pfopb^on of iihderiying contract 

■ Montiily reb^ancing: iimiyi. concentradoh risk to any One underlying cdmmodity 


Fund Facts as of 08/31/11 


NetAwtsfCIwA.CY) .. . . 

..M3.8M 

Number of Commodty Sectors 

5 

Average Weighted Contract Maturity 

7.7 Months 

Number of Commodity Components 

27 


Average Annual Total Returns {%) as of 08/31/1 1 



IMO’ 

3 Mo' 

YTD’ 

1 Yr 

3Yr 

SYr 

lOYf Ufe* 

Class k NAv On^PdcM 12/31/1(9 


0.00 

5.07 . 

-- 

- ' 

- 

.. 

Ciass k Maximum S.75% load 

-6.42 

•5.78 

-0.96 

- 

- 

~ 


^ClassJi NAV^f^eptlon 12/31/1^ , 

.^.-0.64', 

. 0.21 ' 

5.41 

- 

- 

.. 

.. 

Class Yi NAV (toception 12/31/10} 

-0.64 

0.11 

5.29 

- 

- 

.. 

.. 

UBS Biopmbe^ CMCi 

-0.66 

0.27 

5.99 

31.35 

-0.39 

.. 

7.06 

Average Annual Total Returns (%} as of 06/30/1 1 


1 Mo' 

3 Mo' 

YTD’ 

lYr 

3Yr 

SYr 

lOYr Ufe* 

attos A NAy (lnM{«o(i iz/3i/if9 


-4.42 

2.25 

.. 

- 

„ 

- 

Ciass k Mvdmum $.75% load 

-8.28 

•9.62 

-3.61 


- 

... 

.. 

Class 1: NAV (!rw)||^j2/31/10) - 


^..si . 

.2.48 

■ -■ 




Class Y: NAV (Inception 12/31/1(9 

-2.57 

-4.31 

2.48 

.. 

- 

- 

.. 

UBS Stoomtam.C^.'r ^ ->• -< .• 


-4.12 

3.00 

35.36 

-5.97 

■- 

6.64 

NAV History (Class A) 




12-Month High 

12-Mw5th low 

Month-End 






~ 


S9.S3 


’(kie*mcinth and year^to^ate rebims are not annu^ized. 

hJBS Bloombe^ CMCI live tradr record QnceptM begins on January 1 , 2007, 
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Van Eck CM Commodity Index Fund 


August 2011 



■■ 

■■ 

■■ 


■■ 



HBHBK 

CMCAX i 

ISnSBH 

COMIX 

i CMCYX 

2011 Mmitiily Rahims (%} 











Jan 

Feb 

March 

April 

May 

June 

August 

togust 

Sept Oct 

Nov 

Dec Year 

:^ANAV \ si? 

2;S2 ■; 

0.96 

2.00J 


'•2.68 

;-.3|2 

-0.74 




UBS Bloomberg CMC! 3.52 

2.73 

1.01 

2.13 

-3.68 

•2.56 

3.59 

-0.66 





Returns reflw:! capita} appredation and tiie reinvestment of dividends and capital gains, If any, as wen u ail ftes and expenses but do not reflect any stdes toad. 
Al todices are unmanaged and Indude Hie reinvestment of a!l dtvidmds, but do not reflect the payment of trensacti<m c<»ts, ^^sory fees or expenses tt^t are assod- 
atod with an Invesbnent in the Fund. An todex's perfc^ance to not Ktostrative of the Fimd's performsice. todices are not se^ilties in which investments can be matto. 
Restdts reflect past performruice and do not guarentee future results. See the reverse side for comptote pertormance information. 


Three-Year Max Drawdown (%) as of 08/31 /1 1 

Three-Year Volatility (%) as of 08/31/1 1 

CMCI Three-Year Coirelation » of 08/31/11 

SSSBoSmSirsCIICI .44;!H 

UMlSiiriS^'ciig ■ 2^ 

BarCap^'Bmtd todex 

0.14 

S&P Gset index -60.32 

S&P GSCI index 29.46 

S&P* 500 Index 

0.82 


SJUBflnitex.,' - ’ 




S&P* 500 Index 

•41.82 

S&P* 500 index 

21.50 


Maximum drawdown is die largest neg^e chvige in fund value over a given period (d time. Volatility is the annualized standani deviation of monthly reton». Cor- 
relatton descrtoes a compiementory c? parallel relationship between two Investments. The correlation coefficient is a measure thad determines the degree to vdiich two 
v^tobies’ morements are associated and vnli vary from -1 .0 to 1.0. >1 .0 indicates perfect negativa correlation, and 1.0 indicates perfect positive rmelati^t. 


Know Yrwr Terms: Coi^ngo ocojrs the price of a futures contract to above the expected future spot price at the time the contract expires. Negatire roH yieid is 
tile amixmt of return k»t In a omtango market. 

Know Your indices: The Dow .kmes-UBS Commodity todex (OJUBS) to composed of futures omtracts on 20 (Aysical commodities covering seven sectore, ^lertiflc^ 
energy, petroieum, metals, Industrial metals, grains, Irvestock and softs. Energy exposure to Nmttod to no more than 33%; manager crvmot imrest abmre that 
level no matter how tovorabie tiie energy market The S&P® German Sachs Commodity todex (S&P 6SCI) to a composite Index of commodity sector returns, repre- 
senting an imieveraged, kmg-only investment in commodity futures. High energy coni^ntrelion; limited divertifleation. The index benefits wten energy is strwig, ^d 
suitors whwt energy to weak. Lastly, the S&P® 500 Index cwisists of 500 widely held common stocks cowing industriai. utility, financial and tran^xvtatton sectexs. 
The Bardays Coital Giobd y^regate Bond Index to composed of the mortgage-backed tmd asset^iadced securfties and govemment/cradit btmds. Ail todtees are 
unmanaged and indude the retovestment of aS dividends, but do not reflect the payment of tiansaetton costs, advtoory fees or expenses that are associa^ vdth ai 
invMtment to tiie Fund. An index's performance is not iRustrative of the Fund's performance. Indices are not securities to which investments can be made. 

UBS and Bloomberg ovm or exclusively license, solely jointly as agreed between them all proprietary rights with respect to the todex. to no way do UBS or 
Bloomberg sponstf^ <»' endorse, nor are they otherwise Involved in the Issuance and offering of the Fund nor do either of them make any represmtatlon or war- 
ranty. ei^ress or implied, to the holders of the Fund or any member of the public regarding the advisability of investing In the Fund or commodities generally or 
In tortures particular^, ^ as to results to be obtained from the use of the todex or from the Fund. 

You can lose numey i^ tovesting In the IHmd. Any investment in the Fund should be part of an overall Investment program, not a comf^te program. CnnmDdlti&s are 
assets Oiat have tsigtoie propwties, such as oil. metals, ^d agriculture. Commodities and cwnmodity-linked derivatives may be affected by ovnaQ market movemsits 
and otiir toctm that affect the value of a particular Industry or commodity such as weather, disease, embargoes or politicai or r^ulatory developments. The ralue of 
a commodity-rinked derivative to generally based on price movements of a commodi^, a commodity futues contract, a commodity index or other ecom^nic wi^rles 
based on tiie commodity markets. Derivatives use toverage, which may exaggerate a loss. The Fund to sul:^ to the r1^ associated with Ito Investments to commocUty- 
Itoked dnlvatives. of Investtog In wholly owned sub^diary, risk of tracking «ror. risks of aggresshre Investment techniques, leveiags risk, derivator rfi^ 
orwiterp^ noThdiv^sifleation risk, credit risk, cwicentretion risk and market The use of commodl^-llnksd derivatives such as swaps, commodity-linked 
stiueb^ notes «id totorras entails substantial ri^s. IndiKfing i1^ of loss of a ^tfleant portiwi of their princi^ value, lack of a secondary market to^eas^ voiaffll^, 
correto^ ri^, llqui(% r1^ totwest-rate r1^ market ri^, credit risk, valuation risk and tax risk. Gatos and losses from speculative positions to derivatives may be 
{pes^ toan the d^ivatire's orst At any time, the risk of loss erf any todhridual security held by the Fund could be signlflcwitiy higher titan 50% of tire 8801111/8 
va^. toresiment to commod% msukets may not be suitable for al investors. The Fund's Investment to commodity-linked derivative tostiurr^nto may sttirject tire tomd to 
greater w^tiBty titan investinent to tiaditionai securities. For a dasertotion of these «td other risk considerations, please refer to the Fund’s pro^tuses, which should 
be rewl careftrily before you toresl Again, the fund offers investors exposure to the bread commodity markets, currently, by tovesting In K»nmodfty-!toired swaps. 

Please c^ 800.826J2333 or visit yaneck.com for performance information current to the most recent month end uid for a free prospectus and 
summ^ prospectus. An investor should consider tiie Fund’s Investment objective, risks, and charges and expenses careMly before investing. 
The prospectus at^ summary prospectus contain this and other Information. Pteasa read them carefuliy befttre investing. 

NOT FDiC INSURED I NO BANK GUARANTEE I MAYIOSE VALUE 


V8neck.coin I 800.826.2333 


Van Eck Securities Corporation, Distributor 
335 Madison Avenue i New York, NY t0017 


Van Ecl^doiS^^ 

SINGE fSSS 


MARKEi VECTORS ET 
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Nf7\ 


NATIONAL FUTURES ASSOCIATION 


August 18, 2010 


Via E-Mail and Overnight Mali 

Mr. David Stawick 

Office of the Secretariat 

Commodity Futures Trading Commission 

Three Lafayette Centre 

1155 21st. N.W. 

Washington, DC 20581 

Re: Petition for Rulemaking to Amend CFTC Regulation 4.5 
Dear Mr. Stawick: 

National Futures Association (NFA) respectfully petitions the Commission 
under CFTC Regulation 13.2 to amend CFTC Regulation 4.5, which provides an 
exclusion from the definition of the term "commodity pool operator" for otherwise 
regulated persons operating certain qualifying entitles.' Prior to 2003, persons claiming 
this exclusion had to file a notice of eligibility pursuant to CFTC Regulation 4.5{c) and 
represent, in part, that the person will operate the qualifying entity such that it (1) will not 
be. and has not been, marketing participations to the public as or in a commodity pool 
or otherwise as or in a vehicle for trading in the commodity futures or commodity options 
markets: and (2) will use commodity futures or commodity options contracts solely for 
bona fide hedging purposes and, with respect to positions held for non-bona fide 
hedging purposes the aggregate initial margin and premiums required to establish such 
positions will not exceed five percent of the liquidation value of the qualifying entity’s 
portfolio, after taking into account unrealized profits and unrealized losses on any such 
contracts it has entered into. 

For the reasons set forth below, we request that the CFTC amend 
Regulation 4.5(c) to restore operating restrictions on registered investment companies 
that are substantially similar to those in effect prior to 2003. The information required by 
CFTC Regulation 13.2 follows: 


' NFA withdrew its June 29. 2010 Petition for Rulemaking to Ajnend CFTC Regulation 4.5 by separate 
letter dated August 18, 2010. 


300S.Rwra*to SuielSOO Cfago, , IBO!! *"- Sabcmnim.; ,, ..., mwnfa SitorB ors 

EXHIBIT #7c I ' 
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NFA 


Mr. David Stawiok August 1 8, 201 0 

Page 2 


/. Text of Proposed Rule Amendments [additions are underlined! 

Part 4 - COMMODITY POOL OPERATORS AND COMMODITY TRADING 
ADVISORS 

4.5 Exclusion from the definition of the term “commodity pooi operator.” 

(c) 

(2) The notice of eligibility must contain representations that such person will operate 
the qualifying entity specified therein in a manner such that the qualifying entity: 


(i) Will disclose in writing to each participant, whether existing or prospective, 
that the qualifying entity is operated by a person who has claimed an 
exclusion from the definition of the term "commodity pool operator" under the 
Act and, therefore, who is not subject to registration or regulation as a pool 
operator under the Act; Provided, that such disclosure is made in accordance 
with the requirements of any other federal or state regulatory authority to 
which the qualifying entity is subject. The qualifying entity may make such 
disclosure by including the information in any document that its other federal 
or state regulator requires to be furnished routinely to participants or, if no 
such document is furnished routinely, the information may be disclosed in any 
instrument establishing the entity’s investment policies and objectives that the 
other regulator requires to be made available to the entity's participants; and 

(ii) Will submit to such special calls as the Commission may make to require the 
qualifying entity to demonstrate compliance with the provision of this § 4.5(c); 

(liH Furthermore, if the person daimina the exclusion is an investment company 
registered under the Investment Company Act of 1940. then the notice of 
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eiioibilitv must also contain representations that such person will operate the 
aualHvina entity as described in $ 4.5(b)(1) in a manner such that the 
qualifying entity: 

Wili use commodity futures or commodity options contracts solely for 
bona fide hedging purposes within the meaning and intent of § 

1 3fzin V Provided, however. That in addition, with respect to Position_s 
in commodity futures or commodity option contracts that may be held 
bv a qualifying entity only wrtiich do not come within the meaning and 
intent of ^ I.Sfz'ini a aualifvina entity may represent that the 
aggregate initial margin and premiums reouifed to establish su^ 
positions will not exceed five percent of the liquidation value of the 
Qualifying entity’s portfolio, after taking into account unrealized profite 
and unrealized losses on anv such contracts it has entered into; and. 
Provided further. That in the case of an option that is in-the-monev at 
the time of purchase, the in-the-monev amount as defined in S 
190.Q1fxl may be excluded in computing such 5 percent: 

Will not be. and has not been, marketing participations to the Dubiic as 
or in a commodity pool or othen^^ise as or in a vehicle for trading in for 
otherwise seeking investment exposure to^ the commodity futures_Qr 
commodity options markets: 

Provided further, however, That the making of such representations shall not 
be deemed a substitute for compliance with any criteria applicable to 
commodity futures or commodity options trading established by any regulator 
to which such person or qualifying entity is subject. 

II. Nature of NFA’s Interest 

As you know. NFA is a futures association registered under Section 17 of 
the Commodity Exchange Act. One of NFA’s primafy purposes is to ensure the 
protection of customers participating in the ccmimodity futures markets. Recently. NFA 
has become aware of at least three entities filing for exclusions under Regulation 4.5 
with respect to registered investment companies that they operate. These mutual funds 
are marketed to customers, including retail investors, as commodity futures investments 
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and are indirectly invested substantially in derivatives and futures products. In lact, 
aldiough these funds are structured differently than public commodity pools and conduct 
the futures trading through a subsidiary for tax and mutual fund regulatory purposes, 
their aim is the same — ^targeting retail investors with In some cases minimum 
investment amounts of as little as $1,000 who want exposure to actively managed 
futures strategies. 

Importantly, as noted above, these three funds invest in commodity 
futures instruments and/or other managed hjtures trading programs through a wholly- 
owned and controlled subsidiary. The fund Invests up to 25% of its total assets in this 
subsidiary, and by leveraging assets at a 4 to 1 ratio, a fund is able to achieve a 
managed futures exposure equal to the hill net value of the fund. 

NFA is interested In ensuring that registered investment companies that 
engage in more than a de minimis amount of futures trading and that are offered to 
retail customere or are marketed to retail customers as a commodity pool or otherwise 
as or in a vehicle for trading in (or othervwse seeking investment exposure to) the 
commodity futures or commodity options markets are subject to the appropriate 
regulatory requirements and overeight by regulatory bodies with primary expertise in 
commodity futures. NFA believes that requiring persons that market commodity funds 
to the retail public and whose funds engage in more than a de minimis amount of 
futures trading or investment to be registered as commodity pool operators ("CPOs") 
furthers that goal. 

III. Supporting Arguments 

CFTC Regulation 4.5 currently makes available to eligible persons an 
exclusion from the definition of CPO with respect to the operation of certain qualifying 
entities, including registered investment companies, that would otherwise constitute 
commodity pools but that are already subject to extensive federal and/or state operating 
requirements. Prior to 2003, eligible persons claiming this exclusion were required to 
represent that commodity futures and option contracts were used solely for bona fide 
hedging purposes, and that for positions in commodity futures and option contracts that 
were not used for bona fide hedging purposes, the aggregate initial margin and 
premiums do not exceed 5% of the liquidating value of the qualifying entity’s portfolio 
after taking into account unrealized profits and losses. In addition, eligible persons were 
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required to represent that the qualifyir>g entity vinll not be. and has not been, marketing 
participations to the public as or in a commodity pool or otherwise as or in a vehicle for 
trading in the commodity futures or commodity options markets. 

In March 2003, the Commission proposed amendments to Regulation 4.5 
to eliminate the limitation on non-hedge trading. At the same time, the Commission 
proposed formally adopting CFTC Regulation 4.13(a)(4) to provide an additional 
exemption from CPO registration based solely on a pool participant’s purported 
sophistication, without any requirement that the pool operator must be subject to 
another regulatory scheme and without any restriction whatsoever on the purpose and 
scope of the pool's commodity interest trading. The Commission further stated that 
"since Vt\e eligible persons and qualifying entities of Rule 4.5 are, as stated in the title of 
the rule, 'otiierwise regulated,' the Commission believes that, like the unregulated CPOs 
for whom it is proposing relief below, these persons and entities may not need to be 
subject to any commodity interest trading criteria to qualify for relief under Rule 4,5."^ 

At this time, the Commission also stated its view that Regulation 4.5's "no- . 
marketing" restriction should remain in place. The Commission noted that eligible 
persons should remain prohibited from marketing a qualifying entity as a commodity 
pool or otherwise as a vehicle to trade commodity interests and indicated that this 
restriction was necessary because members of the retail public may participate in the 
trading vehicles subject to a Regulation 4.5 exclusion. The Commission nonetheless 
requested comment on the merits of maintaining this marketing prohibition.® 

By letter dated May 1 , 2003 to the CFTC, NFA supported maintaining 
Regulation 4.5's "no marketing" restriction. In particular, NFA stated that "current and 
proposed Rule 4.5 both provide that the exclusion is not available if the vehicles are 
marketed as commodity pools. Since Rule 4.5 is an exclusion rather than an 
exemption, the anti-fraud provisions of Section 4(o) of the CEA do not apply. 

Investments in these vehicles can be - and often are - sold to unsophisticated 
customers. While the sale of these Investment vehicles is subject to the anti-fraud 
provisions in other statutes, unsophisticated customers should also have the benefit of 
Section 4(o) if the investment is marketed as a commodity pool. Therefore, we agree 


^ See 68 Fed. Rgg. 12622,12626 (March 17. 2003). 
’ Seeld- 
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that the exclusion should not be available if the vehicles are marketed as commodity 
pools." NFA felt that with this "no-marketing" restriction in place, it made sense to 
eliminate the limitation on non-hedge commodity trading due to certain concerns 
regarding margin levels expressed at that time. 

In August 2003, after receiving comments that supported eliminating both 
the limitation on non-hedge commodity trading and the prohibition on marketing these 
qualifying entities, the Commission adopted amendments to Regulation 4.5 to eliminate 
both these provisions. In doing so, the Commission stated that "one commenter agreed 
with the proposed retention of the 'no marketing' criterion (and with the Commission's 
rationale therefore) but several commenters disagreed with it. The Commission noted, 
in part, that these commenters claimed that, in the absence of any trading restriction, 
the "othenwise regulated nature" of the qualifying entities specified in Regulation 4.5 
would provide adequate customer protection.'* 

Over the past several months, at least three entities that previously filed 
notices for exclusions under Regulation 4.5 with respect to certain registered investment 
companies launched these mutual funds. These mutual funds are marketed to 
customers, including retail investors, as commodity futures investments and are 
indirectly invested via a subsidiary structure substantially in derivatives and futures 
products. Customers may use an electronic brokerage account to trade one of these 
mutual funds, which are sold by broker/dealers on internet platforms in which retail 
investors only need to point and click to either buy of redeem shares in a fund that 
offers exposure to an actively managed futures product. 

NFA staff has reviewed the prospectuses and promotional material 
prepared for these funds.® One fund's prospectus indicates that it pursues its 
inves^ent strategy by mainly investing in a combination of exchange traded futures 


* See 68 Bsi 47221 , 47223 (August 8. 2003). 

* See MutualHedge Frontier Legends Fund^ttp;//mutualhedge.com/default.aspx; 

AQR Fund— http://www.aqrfunds.com/ 

Our_Funds/individual/FundlD_12/Overview/Managed_Futures_Strategy_Fund,fs:and Highbridge Fund— 
ht^s://www.jpmorganfunds.com/cm/Satelltte?pa9ename=jpmfVanityWrapper&UserFriendlyURL=fundove 
tview&cusip=48121A696 
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and options contracts, forward contracts, swaps, and other over the counter derivatives 
and fixed income securities, often referred to as a "managed futures strategy."® 

This fund's promotional material indicates that the fund's inception date 
was December 31 , 2009, and the fund has a minimum investment amount of $2,500 
(subsequent investments of $500) and offers two share classes, A and C. Class A has 
a maximum sales charge of 5.75% and a net e)q>ense ratio of 2.20% and Class C has 
no sales charge but a net expense ratio of 2.95%.^ The fund's promotional material 
also states that the fund is "A Pioneering Managed Futures Investment" that is 
accessible, comprehensive, innovative, and has proven management.® The material 
also specifically notes that the fund has a "lower cost structure than most retail 
managed futures funds" and is "the first mutual fund to generate managed futures 
returns through net-long, actively managed CTAs." The fund's assets are traded 
pursuant to five managed futures trading programs. In particular, the fund's prospectus 
states that the subsidiary's investment adviser (which is also the fund’s adviser) expects 
to Invest the assets of the subsidiary in a manner designed to provide exposure to five 
global macro programs. 

In adopting the 2003 changes to Regulation 4.5, the CFTC eliminated the 
prior "no-marketing" restriction and did not place any qualification standards on the type 
of customers who may invest in a qualifying entity. Without these types of operating 


® A second fund's prospectus states that in order to pursue its investment objective, the fund invests in 
futures contracts and futures-related Instruments Including, but not limited to, equity index futures, 
currency forwards, commodity futures, swaps on commodity futures, fixed income futures, bond futures 
and swaps on bond futures (collectively, the tnstruments) either by investing directly in those Instruments, 
or indirectly by investing in a subsidiary that invests in those instruments. The third fund’s prospectus 
states that the fund seeks to achieve its objective by investing in a diversified portfolio of commodity- 
linked derivatives and fixed income securities. The prospectus additionally stales that the fijnd invests in 
commodity-linked derivative instruments, such as conwnodily-iinked notes, swap agreements, commodity 
options, futures and options on futures that provide exposure to the investment returns of the 
cwnmodities markets without investing directly in physical commodities. 

' The otiier two funds also commenced in January 2010 and these also have various share classes witii 
minimum investment amounts ranging from $5,000 to $1 miBion and $1 ,000 to $1 million, respectively. 

* A second fund's Fact Sheet makes similar statements and indicates that 'The Fund delivers an active 
iong/short Managed Futures strategy in a mutual fund vehicle." The fund's investment objective states 
the fund "seeks to generate positive absolute returns-" 
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restrictions, these mutual funds are marketed and sold to customers, including retail 
investors, who may be unsophisticated In commodity futures investments. NFA 
believes that any commodity futures investment that is marketed to retail customers as 
a commodity pool or otherwise as or in a vehicle for trading or investing in (or otherwise 
seeking exposure to) the commodity futures or commodity options markets should be 
subject to the regulatory requirements and protections contained in the CFTC‘s Part 4 
regulations. 


In reviewing these funds' prospectuses, NFA found that the offering 
material omits substantial disclosures that would otherwise be mandated by Part 4. 
Among other things, the prospectuses do not include detailed information about the 
fund's futures commission merchants and potential conflicts of interest, and 
performance Information for the fund (assuming It has three months performance) or 
other funds operated by the investment adviser. Additionally, to the extent the funds’ 
prospectuses state that the fund and/or subsidiary will invest in other actively managed 
futures trading programs, the prospectuses provide littie information about these . 
managed futures trading programs, these programs' fee structures, and the past 
performance results of their trading managers. 

NFA also has customer protection concerns relating to these mutual funds' 
use of a wholly-owned and controlled subsidiary to invest in commodity futures 
transactions on behalf of the fund. NFA understands from reviewing some of these 
funds* prospectuses that the funds' investment In a subsidiary Is intended to provide the 
funds with exposure to futures and commodities in a manner consistent with the 
limitations of the federal tax requirements in Sub-chapter M of the IRS Code. Sub- 
chapter M requires, in part, that at least 90% of a fund’s income be derived from 
securities or derived with respect to its business of investment in securities (i.e., 
qualifying income). The funds rely upon IRS private letter rulings to other mutual funds, 
which indicate income from a fund’s investment In a subsidiary will constitute qualifying 
income. 


However, while these funds' offering materials indicate that the 
subsidiaries are subject to certain investment restrictions applicable to the funds 
themselves, these subsidiaries are neither commodity pools regulated by the CFTC and 
NFA nor registered investment companies. Additionally, the prospectuses make clear 
that the subsidiaries are not subject to the Investment Company Act of 1 940's customer 
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protection regime. The vast majority of tfie regulated funds’ holdings appear to be 
money market instruments to serve as collateral for the subsidiaries* derivatives 
positions; yet, the subsidiaries' daily operations, including their actual derivatives 
positions (including the positions' leverage amounts) and fees charged are not entirely 
transparent. 

Given these funds’ offerings, NFA proposes the aforementioned 
amendments to Regulation 4.5 since we believe the premises underlying the 
Commission's elimination in 2003 of the "no-marketing” and "five-percent trading tesf 
limitations as applied to registered investment companies may no longer be valid. To 
the extent the Commission used proposed Regulation 4.13(a)(4) as a rationale to 
eliminate the "five-percent trading test", NFA believes that the Commission should 
review whether this rationale remains appropriate in light of these actively managed 
retail futures funds.® 

NFA believes at this time that Regulation 4.13(a)(4)*s exemption from 
CPO registration does not support the 2003 elimination of the "five-percent trading test." 
Specifically, although Regulation 4.13(a)(4) does not contain any restriction on the 
purpose or scope of a pool's commodity interest b’ading, we believe a critical distinction 
between a Regulation 4.5 qualifying entity and a Regulation 4.13(a)(4) pool is the 
qualifications of the fund participants’® — Regulation 4.13(a)(4)(ii)(A) requires every 
natural person poo! participant to be a "qualified eligible person" as defined in 
Commission Regulation 4.7(a)(2). In contrast, Regulation 4.5 has no qualification 
requirement for customers who may invest in a qualifying entity, including a registered 
Investment company. Moreover, NFA strongly believes that in circumstances in which 
no qualification requirement exists for ftind participants, then NFA and the CFTC should 


* NFA recognizes Uiat registered investment companies may need to engage in futures transacfions for 
txjna fide hedging purposes and believes they should be permitted to engage a de minimis amount of 
speculative futures trading without the necessity to be registered with and regulated by the CFTC. 

Another distinction is interests in Regulation 4. 1 3(a)(4) pools are exempt from registration under me 
Securities Act of 1933 while Regulation 4.5 qualifying entities are operated by otherwise regulated 
persons. For the reasons explained in this letter, however. NFA believes that to the extent mat the 
Commission's 2003 amendments to Regulation 4.5 were, in part premised on the "omervrise regulated 
nature" of the qualifying entities, this premise may no longer be valid. 
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have regulatory oversight of collective Investment vehicles that engage In more than a 
de minimis amount of futures trading. 

Additionally, to the extent that the Commission's 2003 amendments to 
Regulation 4.5 were. In part, premised on the "otherwise regulated nature" of the 
qualifying entities, this premise may no longer be valid. As noted above, despite the 
fact ttiat these registered investment companies are marketed to retail customers as an 
actively managed futures fund, they are not subject to customer protection rules entirely 
comparable to the CFTC’s Part 4 Regulations and NFA’s Compliance Rules. NFA 
believes that a registered investment company that Is marketed, in part, to 
unsophisticated retail customers as a commodity pool or otherwise as or in a vehicle for 
trading in (or othenA/ise seeking exposure to) the commodity futures or commodity 
options markets or that engages in more than a de minimis amount of non-hedge 
futures trading should be subject to the CFTC's Part 4 regulatory requirements and 
protections, and the oversight of the CFTC and NFA who have the experience and 
expertise in regulating managed retail futures products. The CFTC alone has the 
Congressional mandate to regulate retail managed futures trading and products, and 
over the years has developed the specialized body of skill and knowledge necessary to 
fulfill this mandate. 

Additionally, NFA is deeply concerned that a number of CPOs who 
currently operate public pools will avail themselves of this alternative registered 
investment company structure. Given our concern wth this registered investment 
Mmpany 'structure and the lack of adequate retail customer protections in some areas 
comparable to those afforded prospective investors in a public commodity pool subject 
to Part 4. NFA does not believe that retail futures customers would be served well If this 
migration were to occur. 


” NFA notes that Commission Regulation 4.13(a)(3) provides an exemption from CPO registration, 
which requires a pool to meet one of two tests with respect to its commodity interest positions, including 
positions in security futures products, whether entered into for bona fide hedging purposes or otherwise— 
the aggregate initial margin and premiums required to establish such positions will not exceed 5% of the 
liquidation value of the pool's portfolio, after taking into account unrealized profits and unrealized losses 
on any such positions it has entered into gr the aggregate net notional value of such positior^s does not 
exceed 100% of the liquidation value of the poofs portfolio, after taking into account unrealized profits and 
unrealized losses on any such positions it has entered into. Moreover, CFTC Regulation 4.13(a)(3)(iii} 
requires natural person pool participants to at least meet the accredited investor qualification standards. 
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For these reasons, NFA respectfully requests that the Commission amend 
Regulation 4.5(c) to require a registered investment company claiming an exclusion 
from the definition of the term "commodity pool operator" to represent in the notice of 
eligibility that the qualifying entity (i.e. registered investment company) will be operated 
such that it (1) will not be, and has not been, marketing participations to the public as or 
in a commodity pool or otherwise as or in a vehicle for trading in (or otherwise seeking 
investment exposure to) the commodity futures or commodity options markets; and (2) 
will use commodity futures or commodity options contracts solely for bona fide hedging 
purposes and, with respect to positions that may be held by the qualifying entity only for 
non-bona fide hedging purposes the aggregate initial margin and premiums required to 
establish such positions will not exceed five percent of the liquidation value of the 
qualifying entity’s portfolio, after taking into account unrealized profits and unrealized 
losses on any such contracts it has entered into. 

Lastly, NFA recognizes XhaX, if adopted, the proposed amendments to 
Regulation 4.5 will impose the same operating restrictions on registered investment 
companies that were in place prior to 2003. Obviously, since 2003, a number of 
persons have filed notices of eligibility pursuant to Regulation 4, 5(c) on behalf of 
registered investment companies, and those entities may no longer be eligible for 
exclusion from CPO registration in the future if the proposed amendments are adopted. 
Therefore, NFA encourages the Commission to provide adequate time for these 
registered investment companies to comply with the Commission's applicable 
regulations or seek the appropriate relief therefrom. 

Additionally, to the extent that the Commission has granted operational 
relief from certain Part 4 Regulations (e g. disclosure document and reporting and 
recordkeeping) to exchange traded funds — that are commodity pools organized as 
Delaware statutory trusts — NFA encourages the CFTC to determine whether it is 
appropriate to grant similar and/or other relief to public commodity pools and listed 
pools that may want to continue operating as registered investment companies. If the 
Commission desires, NFA is willing to participate in discussions in the future with 
Commission staff to achieve this result, which may necessitate harmonizing CFTC and 
SEC regulatory requirements. 
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NFA respectfully petitions the Commission to amend Regulations 4.5 as 
described above. 



Senior Vice President 
and Genera! Counsel 


cc: Via Email: 

Honorable Gary Gensler, CFTC Chairman 
Honorable Michael Dunn, CFTC Commissioner 
Honorable Scott O’Malia, CFTC Commissioner 
Honorable Jill E. Sommers. CFTC Commissioner 
Honorable Bart Chilton, CFTC Commissioner 
Mr. Ananda Radhakrishnan, CFTC Director 
Mr. William Penner. CFTC Deputy Director 


r«v.PeU(«n for Rulemaking 4.S(c) Ooc 
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Analysis: High-frequency trade fires up commodities 



Fri, Jun 17 2011 

By David Sheppard and Jonathan Spicer 


NEW YORK (Reuters) - When natural gas prices dropped by 8 percent in a matter of seconds in the 
early hours of Asian trade last week, one New York-based hedge fund manager said he didnl have 
to think twice. 

'The moment I heard, I tan, literally ran, to my computer and started buying," he said. "It was clear it 
was an HFT algo gone bad and I could profit on the rebound off the lows." 

He wouldn't have been the only one. 

Since the infamous “flash crash" In equity markets in May 2010, that was exacerbated by high- 
frequency trading (HFT), seasoned traders say that violent, often inexplicable price moves are 
becoming more common, and allow those who are fast enough to book a quick profit as prices 
bounce straight back up. 

In commodity markets, which have been hit by a series of mini flash crashes over the last 18 
months, experts say there could now be an influx of more high-speed computer-based traders that 
have honed their techniques in the cut-throat equities markets - the fastest and most electronic on 
earth. 

Though such fimis have traded commodities for years, some traders and experts say they are now 
applying new and more aggressive strategies that have stunned traditional players. 

Such high-frequency trading - in which rapid-fire machines place thousands of very short-term 
bets, making markets and profiting on tiny price imbalances ~ could double from around 15 percent 
in two to three years, leaving commodity exchanges and regulators running to catch up. 

Jeffrey Sprecher, CEO of commodity futures powerhouse IntercontinentalExchange Inc, told 
reporters last week exchanges are working on ways to target "unintended" price spikes, without 
losing the benefits - and volumes - HFT firms bring. 

"I think it's incumbent on the exchanges to solve this. I think customers are going to lose faith in us 
if we don't." 
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HFT AND THE MAY 5 OIL CRASH 

Commodity traders are increasingly blaming computer-driven activity for a series of anomalous 
price movements ranging from quick blips in natural gas and cocoa to deeper, longer-lasting jolts 
like the one that shook oil on May 5. 

On that day, traders were shocked by the speed and violence of a record $1 3 intraday plunge, as 
sell-stop after sell-stop was triggered, despite the absence of a major news event, 

”1 think there are some new algorithms in commodities that we've seen in currency markets before 
that are designed to sniff out the stops," said Paul Rowady, a senior analyst at TA6B Group, a firm 
that specializes in capital markets research. 

"Whenever there is an event that causes prices to move they try to sniff out the stops in both 
directions. The market can suddenly shoot up, and then back down again after an event and it 
leaves traders disoriented, wondering what happened." 

High-frequency traders are frustrated by the criticism and what they call mischaracterizations. 
Several told Reuters they reduce volatility by quickly bringing prices back in line after larger, long- 
term players place their bets. 

"May 5 was a price discovery process influenced by real fundamental changes in people's views on 
the oil market. It wasn't a liquidity blip," said an oil-market high-frequency trader who requested 
anonymity. 

And yet some of the world's biggest oil hedge funds appeared to have been victims of the slide, not 
catalysts. 

SEEKING NEW PASTURES 

All signs point to continued growth of HFT in commodities. 

It is partly in response to increased competition and narrowing profit margins in U.S. equities, where 
high-frequency trade is estimated to have declined from a year ago, along with lower volumes and 
volatility. It is still, however, thought to be involved in more than half of all trading in the market. 

Additionally, for HFT, there is an allure in playing in markets where heightened volatility is becoming 
the norm. 

"Whenever there are spikes in markets, high-frequency traders gather data on it," said Louis Liu, 
founder of Matrix Trading Technologies LLC, a New York-based high-frequency trading technology 
firm. The May 5 oil crash "could encourage them to enter" energy futures trading, he said. 

William McNeill, managing director of trading at HTG Capital Partners, a Chicago-based proprietary 
HFT finn echoed that view: "I think you'll definitely see an increase in people market-making in the 
oil product set. If there's moderate volatility ... there's probably ample opportunity to take risk." 

Rowady at TABB Group said he wouldn't be surprised to see HFT volumes double in energy 
markets in the next two to three years, saying oil and natural gas 'Tit the bill" for HFT firms. 
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But the growth of HFT, while undoubtedly bringing some benefits to the wider market like lower 
trading fees, won't be without risk. 

"When you have highly complicated automated systems operating in highly complex markets then 
there is the risk that the permutations of what can occur are beyond what you're able to model," 
Rowady said. "Sometimes the only way to find that problem Is to stumble over it." 

HFT firms in commodity markets have found themselves under intense scrutiny before. 

In 2009, the U.S. Commodity Futures Trading Commission charged traders in the Chicago office of 
Netherlands-based HFT firm Optiver with attempting to move oil prices to their advantage with a 
rapid-fire trading tool they nicknamed the "Hammer." 

And in 2010, HFT firm Infinium Capital Management found itself under investigation after its newest 
trading algorithm ran amok, sparking a brief surge in oil prices that racked the firm with a million 
dollar loss as the program sent up to 3,000 buy orders a second. [ID;nN251 19290] 

While experienced high-frequency traders agree that causing sudden movement in prices Is not in 
their collective interest, the Optiver and Infinium cases are a reminder that HFT firms can shift 
prices either by practice or design. 

GETTING FASTER 

CME Group Inc, which runs the New York Mercantile Exchange (NYMEX), home of the world's 
most actively traded crude oil contract and the natural gas contract where last week's 8 percent 
crash occurred, said automated trading, including both HFT and slower computer-generated trades, 
accounted for almost a third of energy futures volume in the fourth quarter of 2010, in a report 
published on its website. 

The Aite Group consultancy estimates that specifically high-frequency trade in energy futures 
already accounts for around 15 percent of all volume. 

But illustrating the controversial nature of growing HFT trade, CME Group told Reuters it had 
decided not to make its first-quarter report available to the public. 

Regulators are desperately trying to keep up with the fleet-footed traders that always seem one 
step ahead, but so far haven't indicated any major plans to restrict their practices. Short of a major 
change in stance from regulators and exchanges, traditional traders may just need to learn to 
adapt. 

"Ultimately what they're doing is within the rules," said Tim Quast at ModemIR, which advises many 
S&P 500 companies on the impact speculation, HFT and fund flows can have on their stock price. 
"They're just faster and better at operating within the rules than others." 

(Reporting by David Sheppard and Jonathan Spicer; additional reporting by Janet McGurty in New 
York; editing by Jonathan Left, Marguerita Choy and Lisa Shumaker) 
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450 economists tell the G20: regulate speculation on food prices 

11 October 2011 

Dear G20 Finance Ministers, 

We write to you ahead of the October meeting of the G20 Finance Ministers to urge you to commit with 
your counterparts to take effective action to curb excessive speculation on food commodities. Excessive 
financial speculation is contributing to increasing volatility and record high food prices, exacerbating 
global hunger and poverty. 

While there are many pressures on food prices, fundamental changes in supply and demand cannot fully 
account for the dramatic price fluctuations that have occurred in recent years. 

In June, a report for the G20 by international organisations including the IMF and the OECD noted that 
"too much speculation can cause frequent and erratic price changes" in futures markets. Evidence 
suggests that financial speculators are less likely to make trading decisions based on information 
regarding supply and demand and are more prone to herding behaviours than commercial traders. 
Excessive speculation undermines the price discovery function of futures markets, driving real prices 
away from levels determined by supply and demand. 

The High Level Panel of Experts on food security for the Committee on World Food Security at the FAO 
reported in July that “tighter regulation of speculation is necessary." The panel suggested that "Increasing 
transparency, by requiring exchange trading and clearing of most agricultural commodity contracts, and 
setting lower limits for noncommercial actors could be the first set of measures taken by the countries that 
house major commodity exchanges." 

increasing market transparency is vital, but will not go far enough to tackle excessive financial 
speculation. We therefore urge you to support the establishment of position limits to cap the proportion of 
agricultural commodity derivatives markets that can be held by financial speculators. Limits could be set 
at a level that would maintain sufficient liquidity in the markets while preventing an excessive 
concentration of purely financial actors. The US has already passed legislation including provisions to 
introduce such limits and the G20 should act to prevent regulatory arbitrage between exchanges. 

Position limits would be more effective in tackling excessive speculation than position management 
powers, which rely on the use of judgement by exchanges and provide little assurance that powers will be 
exercised effectively. Clear limits would provide regulatory certainty, promoting stable and sustainable 
derivatives markets to the benefit of food producers, consumers and broader economic stability. 


Permanent Subcomroittet on Investigations l 
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With around 1 billion people enduring chronic hunger worldwide, action is urgently needed to curb 
excessive speculation and its effects on global food prices. 

Yours sincerely, 

cc: Michel Barnier, European commissioner for internal market and services 

Signed 

Mr Abdulhafiz Ahmed Abdisubhan, Finance and Economic Development Bureau, ETHIOPIA 

Charles Abugre, Regional Director (Africa), The United Nations Millennium Campaign, Nairobi, KENYA 

Prof Nicola Acocella, Department of Methods and Models for Economics, Territory and Finance, Faculty 
of Economics, University of Rome, ITALY 

Dr Funda Rana Adacay, Associate Professor in Economics, Anadolu Univeristy, Eskisehir, TURKEY 

Dr Ipek ilikkaracan Ajas, Associate Professor of Economics, Istanbul Technical University, TURKEY 

Dr Alpaslan Akcoraoglu, Associate Professor of Economics, Gazi University, TURKEY 

Prof A. Haroon Akram-Lodhi, Chair of the Department of International Development Studies, Trent 
University Peterborough, CANADA 

Mr Tanweer All, Lecturer in Finance, Empire State College, State University of New York, USA 

Marzouq Alnusf, Department of Economics, University of Massachusetts at Amherst, USA 

Wilfried Altzinger, Department of Economics, Vienna University of Economics, AUSTRIA 

Dr Francisco Alvarez Cuadrado, Associate Professor, Department of Economics, McGill University, 
CANADA 

Dr Rul Henrique Alves, Assistant Professor at the Faculty of Economics, University of Porto, PORTUGAL 

Dr Bruno Amoroso, Department for Society and Globalization Roskilde, University Denmark, DENMARK 

Prof Paolo Andrei, Professor in Business Economics, University of Parma, ITALY 

Rania Antonopoulos, Senior Scholar and Director of Gender Equality and the Economy Program, Levy 
Economics Institute, USA 

Dr Ozlem Arpac Arconian, Department of Economics, School of Oriental and African Studies, University 
of London, UK 

Prof Alessandro Arrighetti, Professor of Economics, University of Parma, ITALY 

Prof WIji Arulampalam, Department of Economics, University of Warwick,UK 

Prof Thankom Arun, Director of Institute of Global Finance and Public Policy, Lancashire Business 
School, University of Central Lancashire, UK 
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Dr Michael Ash, Associate Professor of Economics and Public Policy and Chair, Department of 
Economics, University of Massachusetts Amherst, USA 

Prof Venkatesh Athreya, Professor of Economics, Bharathidasan University, Tiruchirapalli, INDIA 
Jonathan Adabre Atia, Policy Analyst, Integrated Social Development Centre, GHANA 
Fiona Atkins, Lecturer in Economics, Birkbeck University of London, UK 

Dr Rohit Azad, Assistant Professor, Faculty of Economics, South Aslan University, New Delhi, INDIA 

Prof M. V. Lee Badgett, Professor of Economics and Director for Center for Public Policy and 
Administration, University of Massachusetts Amherst, USA 

Dean Baker, Co-Director, Center for Economics and Policy Research, USA 

Dr Dean Baker, Center for Economic and Policy Research, Washington, DC, USA 

Prof Radhika Balakrishnan, Professor of Women's and Gender Studies Rutgers, The State University of 
New Jersey, former Professor of Economics and International Studies at Marymount Manhattan College, 
USA 

Prof Erol Balkan, Professor of Economics, Hamilton College, New York, USA 

Dr Nesecan Balkan, Department of Economics, Hamilton College, USA 

Dr Nina Banks, Associate Professor of Economics, Bucknell University, USA 

Prof Drucilla K. Barker, Director Women's & Gender Studies, Phd in Economics, University of South 
Carolina, Columbia, USA 

Prof David Barkin, Distinguished Professor of Economics, Universidad Autonoma Metropolitana- 
Xochimilco, Mexico City, MEXICO 

Dr John Barnshaw, Department of Sociology, University of South Florida, USA 

Dr Stephanie Barrientos, Senior Lecturer, Institute of Development Policy and Management, Associate 
Director Brooks World Poverty Programme, University of Manchester, UK 

Michael Barrow, Senior Lecturer in Economics, School of Business, Management and Economics, 
University of Sussex, UK 

Prof Hans-Heinrich Bass, Professor of International Economics, Bremen University of Applied Sciences, 
GERMANY 

Dr PL Beena, ICSSR General Fellow, Institute for Studies in Industrial Development, New Delhi, INDIA 

Riccardo Bellofiore, Department of Economic Science, University of Bergamo, ITALY 

Prof Lourdes Beneria, Professor Emerita, Department of City and Regional Planning, Cornell University, 
USA 

Prof Gunseli Berik, Economics Department, University of Utah, USA 
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Prof Jacques Berthelot, Emeritus professor of Economics, Ecole Natlonale Supferieure Agronomique de 
Toulouse, FRANCE 

Prof Sheila Bhalia, Professor at the Institute for Human Development, New Delhi, INDIA 

Dr Ravi Bhandari, Associate Professor and Chevron Chair of Development Economics, Saint Mary's 
College of California, USA 

Prof Cyrus Bina, Distinguished Research Professor of Economics, University of Minnesota, USA 

Or Stephanie Blankenburg, Department of Economics and CISD, School of Oriental and African Studies, 
UK 

Prof Patrick Bond, Professor of Development Studies, University of KwaZulu-Natal, SOUTH AFRICA 

Dr A. J. C, Bose, Associate Professor, Department of Economics, Shri Ram College of Commerce, 
University of Delhi, INDIA 

Sam Boshra, Economist and former Income Analyst with Statistics Canada, CANADA 

Dr Roger Even Bove, Department of Economics & Finance, West Chester University, USA 

Dr Christopher Bowdler, University Lecturer in Economics and Fellow of Oriel College, University of 
Oxford, UK 

Dr James K, Boyce, Department of Economics, University of Massachusetts, Amherst, USA 

Dr Manuel Branco, Associate Professor of Economics, University of Bvora, PORTUGAL 

Prof Luiz Carlos Bresser-Pereira, Professor Emeritus of Economics, Getulio Vargas Foundation, Sao 
Paulo, BRAZIL 

Dr Kate Bronfenbrenner, Senior Lecturer, Cornell School of Industrial and Labor Relations, USA • 

Dr Reiner Buchegger, Associate Professor, Johannes Kepler University, AUSTRIA 

Dr Jorge Buzaglo, Associate Professor of Economics, University of Goteburg, SWEDEN 

Prof Antonio Callari, Sigmund M, and Mary B. Hyman Professor of Economics, and Director of the Local 
Economy Center, Franklin and Marshall College, Lancaster, USA 

Prof Jim Campen, Professor Emeritus of Economics, University of Massachusetts, Boston, USA 

Dr Michele Cangiani, Associate Professor of Economic Sociology, Foscari Venezia University, ITALY 

Dr Michael Carter, Associate Professor of Economics, Chair of Economics Department, University of 
Massachusetts, Lowell, USA 

Prof Carlos Nuno Castel-Branco, Director of Institute of Social Economics Studies, MOZAMBIQUE 
Prof Sergio Cesaratto, Professor of Economics University of Siena, ITALY 
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Rakesh Chandra, Junior Research Fellow, Center for the Study of Regional Development, Jawahar Lai 
Nehru University, New Delhi, INDIA 

Shouvik Chakaraborty, Assistant Professor, Indian School of Business and Finance (ISBF), New Delhi, 
INDIA 

Malini Chakravarty, Senior Economist, International Development Economics Associates (IDEAS), New 
Delhi, INDIA 

Prof Nirmal K. Chandra, Professor of Economics (Retd). Indian Institute of Management Calcutta, INDIA 

Prof C. P. Chandrasekhar, Centre for Economic Studies and Planning Jawaharlal Nehru University New 
Delhi, INDIA 

Dr Ha-Joon Chang, Reader, Faculty of Economics, University of Cambridge, UK 

Dr Anup Chatterjee, Associate Professor in Economics, ARSD College, University of Delhi, INDIA 

Prof Monojit Chattetji, Bonar Professor of Apilied Economics, University of Dundee, UK and Bye Fellow in 
Economics and Director of Studies in Economics, Sidney Sussex College, Cambridge, U.K 

Prof Sudip Chaudhuri, Professor of Economics, Indian Institute of Management, Calcutta, INDIA 

Pallavi Chavan, Economist, INDIA 

Prof Robert Chernomas, Department of Economics, University of Manitoba, CANADA 

Dr Lynne Chester, Department of Political Economy, University of Sydney, AUSTRALIA 

Prof Victoria Chick, Emeritus Professor of Economics, University College London, UK 

Prof Wittayakorn Chiengkul, Professor of Political Economy, Dean of Social Innovation College, Rangsit 
University, THAILAND 

Prof Anis Chowdhury, Professor of Economics, University of Western Sydney, and Co-editor of the 
Journal of the Asia Pacific Economy, AUSTRALIA 

John Christensen, Economic Adviser and Director, Tax Justice Network, London, UK . 

Kimberly Christensen, Visiting Faculty Member in Economics and Public Policy, Sarah Lawrence College 
in Bronxville, New York, USA 

Dr Mammen Chundamannil, Head of Forest Economics, Kerala Forest Research Institute, INDIA 
Dr Edward J. Clay, Senior Research Associate, Overseas Development Institute, London, UK 
Prof Pavel Isa Contreras, Professor of Economics, Santo Domingo, DOMINICAN REPUBLIC 
Eileen Cook, Scottish Agricultural College, Scotland, UK 

Dr Eugenia Correa, Department of Economics, National Autonomous University of Mexico, MEXICO 
Prof Marcella Corsi, Professor of Economics, Sapienza University of Rome, ITALY 
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Prof Carmen Costea, Professor of International Business and Commerce, ASE Bucharest, Founder and 
President of Alternative Sciences Association, ROMANiA 

Prof Christopher Cramer, Professor of the Poiiticai Economy of Deveiopment, SOAS, UK 

Prof James Crotty, Professor Emeritus of Economics and Helen Sheridan Memorial Scholar, UMASS 
Amherst, USA 

Antonio Cuerpo, Economist and Researcher, University Compiutense of Madrid, SPAIN 

Dr Carlo D’Ippoliti, Assistant Professor of Economics, Sapienza University of Rome, ITALY 

Dr Omar S. Dahi, Assistant Professor of Economics, Hampshire College, USA 

Dr Gareth Dale, Senior Lecturer in Politics & International Relations, Brunei University, London, UK 

Dr Anita Danes, Assistant Professor, Department of Economics, Western New England University, USA 

Dr Charles Danreuther, School of Politics and International Studies, University of Leeds, UK 

Dr Guglielmo Forges Davanzati, Associate Professor of Economics, Faculty of Political Sciences, 
University of Salento, Lecce, ITALY 

Prof Chuck David, Professor of Labor Studies, Indiana University, USA 

Paul Davidson, Editor of Journal of Post Keynesian Economics, Fellow at Bernard Schwartz Center for 
Economic Policy Analysis, USA 

Prof Joaquim P. de Andrade, Professor of Economics, University of Brasilia, BRAZIL 

Dr Elisabetta de Antoni, Associate Professor, Department of Economics, Trento University, ITALY 

Dr Catherine de Fontenay, Associate Professor, Melbourne Business School, University of Melbourne, 
AUSTRALIA 

Dr Jan-Emmanuel De Neve, Assistant Professor in Political Economy and Behavioural Science, 

University College London, UK 

Prof Carmen Diana Deere, Distinguished Professor of Food & Resource Economics and Latin American 
Studies, University of Florida, USA 

Benny Dembitzer, Visiting Lecturer in Macroeconomic Theory, Greenwich Business School, University of 
Greenwich. UK 

Dr Firat Demir, Assistant Professor of Economics, University of Oklahoma, USA 

Dr Andy Denis, Senior lecturer in political economy, City University London, UK 

Dr Richard Denniss, Executive Director, The Australia Institute, AUSTRALIA 

Prof Radhika Desai, Author, Department of Political Studies, University of Manitoba, CANADA 

Prof Sergio Destefanis, Professor of Economics, University of Salerno, ITALY 
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Dr Stephen Devereux, Research Fellow, Institute of Development Studies, University of Sussex , UK 

Ashok M. Dhareshwar, Retired World Bank Economist and visiting faculty at Indian Institute of 
Management, Calcutta 

Swati Dhingra, Lecturer in Economics, London School of Economics, UK 

Prof Robert Dixon, Professor of Economics, University of Melbourne, AUSTRALIA 

Prof Thomas L. Dobbs, Professor Emeritus of Economics, South Dakota State Univeristy, USA 

Josb Domingo Villadeamigo, Research Fellow, CEPED, Institute of Economics, FCE-UBA, ARGENTINA 

Prof Daniel Drache, Senior Research Fellow and Professor of Political Science. Robarts Centre for 
Canadian Studies, CANADA 

Sarah Dustin, Independent Scholar, University of New Hampshire, USA 

Prof Amitava Krishna Dutt, Professor of Economics and Political Science, University of Notre Dame, USA 

Dr Graham Dyer, Economics Department. SOAS, University of London, UK 

Prof Gary A Dymski, Professor of Economics, University of California, Riverside, USA 

Dr Michael Edwards, Senior Lecturer in the Economics of Planning and Leverhulme Emeritus Fellow, The 
Bartlett School, University College London, UK 

Prof Frank Ellis, Professorial Fellow, School of International Development, University of East Anglia, UK 

Prof Wolfram Eisner, Author and Professor of Economics, Economics and Business Studies, University of 
Bremen, GERMANY 

Prof Diane Elson, Phd in Economics, Professor at the Centre for Research in Economic Sociology and 
Innovation, Department of Sociology, University of Essex, UK 

Prof Gerald Epstein, Professor of Economics and Co-Director of Political Economy Research Institute 
(PERI), University of Massachusetts, USA 

Dr M. Mustafa Erdogdu, Associate Professor of Economics, Marmara University, TURKEY 
Prof Korkut Erturk, Professor of Economics, University of Utah, USA 
Mr Ismail Erturk, Senior Lecturer in Banking, Manchester Business School, UK 
Prof Jerry Evensky, Professor of Economics, Syracuse University, USA 

Prof Guilhem Fabre, Professor of Economics and Chinese Studies, University of Le Havre, FRANCE 

Prof Susan Feiner, Professor of Economics and of Women and Gender Studies, University of Southern 
Maine, USA 

Prof Leornardo Felli, Professor of Economics, London School of Economics and Political Science, UK 
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Dr Jesus Ferreiro, Associate Professor of Economics, University of the Basque Country, SPAIN 

Prof Ben Fine, Department of Economics, School of Oriental and African Studies, London, UK 

Dr Kade Finnoff, Assistant Professor, Department of Economics, University of Massachusetts, Boston, 
USA 

Prof Mahir Fisunoglu, Professor of Economics, Cukurova University, TURKEY 

Mahir Fisunoglu, Department of Economics, Cukurova University Adana, TURKEY 

Prof Maria S. Floro, Department of Economics, American University, Washington, USA 

Prof Giuseppe Fontana, Professor of Monetary Economics, Head of Economics, Leeds University 
Business School, University of Leeds, UK 

Prof Alan Freeman, Visiting Professor of London Metropolitan University, UK 
Dr Ines Prefer, Economist, GERMANY 

Dr Jose Ricardo Fucidji, Assistant Professor, Department of Economics, UNESP, BRAZIL 

Dr Kevin Gallagher, Associate Professor of International Relations and Director of Global Development 
Policy Program, Boston University, USA 

Dr Clara Garcia, Associate Professor, Department of Economics, Complutense University of Madrid, 
SPAIN 

Prof Christian Gehrke, Department of Economics, University of Graz, AUSTRIA 

Prof J. George, Chief Promoter, Strategic Economic Management Initiative in Governance, University of 
Delhi, INDIA 

Dr Susan George, Political economist, Transnational Institute 

Salvador H. Geranil, Vice Char of Philippine Network of Rural Development Institutes, PHILIPPINES 

Prof Jayati Ghosh, Professor of Economics, Jawaharlal Nehru University, INDIA 

Prof Andrea Ginzburg, Professor of Economics, University of Modena and Reggio Emilia, ITALY 

Dr Mwangi wa Githinji, Assistant Professor of Economics, Thompson Hall, University of Massachusetts, 
USA 

Dr David Gold, Associate Professor, Phd Economics, International Affairs Program, The New School, 

New York, USA 

Francois Gobbe, Coordinator Kairos Europe WB, BRUSSELS 

Prof Don Goldstein, Professor of Economics, Allegheny College, Meadville, USA 

Dr Sara Gorgoni, Lecturer in Economics and Business, Business School, University of Greenwich, UK 
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Rahul Goswami, Social Sector Researcher, National Agriculture Innovation Project, Ministry of 
Agriculture, INDIA 

Prof Ian Gough, Emeritus Professor, University of Bath, and Professorial Research Fellow, London 
School of Economics, UK 

Dr Krishn A. Goyal, Convener & Head of Management Department, Bhupal Nobles College, Udaipur, 
INDIA 

Prof l|ene Grabei, Department of Economics, University of Denver, USA 

Prof John Groenewegen, Professor of Economics of infrastructures, Delft University of Technology, 
NETHERLANDS 

Joseph Halevi, Department of Political Economy, University of Sydney, AUSTRALIA 

Prof Ferda Halicioglu, Professor of Economics, Yeditepe University, TURKEY 

Dr Peter Hall, Associate Professor, Urban Studies, Simon Fraser University, CANADA 

Dr David Hall-Matthews, Senior Lecturer in International Development School of Politics and International 
Studies, University of Leeds. UK 

Lesie Hamilton, Associate Lecturer in Economics, Leeds Metropolitan University, UK 

Prof Geoff Harcourt, Visiting Professorial Fellow at Australian School of Business, University of New 
South Wales, AUSTRALIA 

Prof Jane Harrigan, Department of Economics, SOAS, University of London, UK 

Prof Gillian Hart, Chair of Development Studies, University of California, Berkeley, USA 

Dr Nell Hart, Senior lecturer. School of Economics and Finance, University of Western Sydney, 
AUSTRALIA 

Prof Martin Hart-Landsberg, Professor of Economics, Lewis and Clark College, USA 
Dr Ingrid Hartmann, Agricultural Economist, Berlin, GERMANY 

Dr Joop Hartog, Emeritus Professor of Economics, Amsterdam School of Economics University of 
Amsterdam, NETHERLANDS 

Dr James Heintz, Associate Research Professor, Political Economy Research Institute, University of 
Massachusetts, USA 

Anton Hellesoy, Economist and independent consultant, NORWAY 
Andrew Hepburn, Commodity Analyst, CANADA 

Dr Barry Herman, Visiting Senior Fellow, Graduate Program in International Affairs, The New School, 
New York, USA 

Arturo Hermann, Senior Research Fellow at ISTAT, Rome, ITALY 
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Dr Adam Hersh, Economist, Center for American Progress, USA 

Dr Gillian Hewitson, Department of Political Economy, University of Sydney, AUSTRALIA 

Nicholas Hildyard, Director of The Corner House, UK 

Prof Susan, Himmelweit, Professor of Economics, Faculty of Social Sciences, Open University, UK 

Prof Geoffrey M. Hodgson, Research Professor in Business Studies, University of Hertfordshire, UK 

Dr Raul Hopkins, Consultant on agricultural issues and information technologies, Lima, PERU 

Dr David Hudson, Lecturer in Political Economy, Department of Political Science, University College 
London, UK 

David Hulme, Professor of Development Studies, School of Environment and Development, University of 
Manchester, Head, Institute for Development Policy and Management, Executive Director, Brooks World 
Poverty Institute, CEO, Effective States and Inclusive Development, UK 

Veronika Hummer, German Institute for Economic Research, Berlin, GERMANY 

Prof Grazia ietto-Gillies, Emeritus Professor of Applied Economics, London South Bank University, UK 

Dr Katsushi Imai, Associate Professor in Development Economics, Department of Economics and Brooks 
World Poverty Institute, University of Manchester, UK 

Gustavo Indart, Senior Lecturer. Department of Economics, University of Toronto, CANADA 

Dr Davide Infante, Associate Professor of Political Economy Department of Economics and Statistics 
University of Calabria, ITALY 

Prof George Irvin, Professorial Research Associate in Economics, SOAS, University of London, UK 

Prof Toru Iwami, Professor of Economics, University of Tokyo, JAPAN 

Dr Johannes Jager, University of Applied Sciences BFI Vienna, AUSTRIA 

Prof Jesper Jespersen, Professor of Economics, Roskilde University. DENMARK 

Ravinder Jha, Lecturer, University of Delhi, INDIA 

Anne Marie John. Economist, Economic Research Foundation, New Delhi, INDIA 

Prof James Johnson, Department of Political Science, University of Rochester, New York, USA 

Dr Michael Johnson, Associate Professor at School of Social Science and International Studies, 
University of New South Wales, Sydney, AUSTRALIA 

Prof Sir Richard Jolly, Institute of Development Studies, University of Sussex. UK 
MrTinu Joseph, Jawaharial Nehru University, New Delhi, INDIA 
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Prof P.N. Junankar, Professorial Visiting Fellow, School of Economics, University of New South Wales 
and Emeritus Professor, University of Western Sydney, AUSTRALIA 

David Kane, Associate for Latin America and Economic Justice, Maryknoll Office for Global Concerns, 
USA 

Woojin Kang, Researcher, Crawford School of Economics and Government. Australian National 
University, AUSTRALIA 

Dr Nikolaos Karagiannis, Associate Professor of Economics, Department of Economics & Finance, 
Winston-Salem State University, North Carolina, USA 

Dr Zahra Karimi, Assistant Professor of Economics, University of Mazadaran, IRAN 

Prof Massoud Karshenas, Professor of Economics, School of Oriental and African Studies, University of 
London, UK 

Dr Emily Kawano, Executive Director, Center for Popular Economics & Solidarity Economy Network, USA 

Prof Cristobal Kay, Emeritus Professor, International Institute of Social Studies, Erasmus University 
Rotterdam, NETHERUNDS. 

Dr Steve Keen, Associate Professor in Economics and Finance, University of Western Sydney, 
AUSTRALIA 

Prof Saul Keifman, Professor of Economics and Chair of the Economics Major School of Economics 
Sciences, University of Buenos Aires, ARGENTINA 

Prof Neil M. Kellard, Professor of Finance, Essex Business School, University of Essex, UK 

Dr Stephanie A, Kelton, Associate Professor of Economics, University of Missouri-Kansas City, USA 

Ahmet Kerem Ozdemir, Research and Teaching Assistant, Finance Department, School of Business 
Administration, Istanbul University, TURKEY 

Dr Prue Kerr, Department of Economics, University of Adelaide, South Australia, AUSTRALIA 

Prof Farida C Khan, Professor of Economics, University of Wisconsin - Parkside, USA 

Prof Sushil Khanna, Professor of Economics and Strategic Management, Indian Institute of Management 
Calcutta, INDIA 

Prof Mushtaq Husain Khan, Department of Economics, School of Oriental and African Studies, University 
of London, UK 

Kijong Kim, Research Scholar, The Levy Economics Institute of Bard College Blithwood, New York, USA 

Prof Mary C King, Professor of Economics, Portland State University, Oregon, USA 
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Honorable Chakman Levin, Ranking Member Dr. Coburn and distinguished members of the subcommittee, 
thank you for the invitation to submit the following testimony. 1 appreciate the opportunity to provide some 
insight on the extreme volatility and high oil prices seen in recent months on energy commodity markets. 

1. Introduction 

My name is Gerry Ramm and I am the Immediate Past Chairman of the Petroleum Marketers Association of 
America (PMAA) and a current member of PMAA’s Executive Committee. PMAA is a national federation of 
48 state and regional trade associations representing over 8,000 independent petroleum marketing companies. 
These compairies own 60,000 convenience store/gas stations and supply gasoline and diesel fuel to an additional 
40,000 stores. Also, PMAA member companies sell at retail 90 percent of the heating oil consumed in the U.S. 

I also work for Inland Oil Company in Ephrata, Washington. My Dad started Inland Oil Company in 1946 after 
he returned from duty in World War n. Today we operate seven gas stations and convenience stores and we 
also supply fuel to eight independent dealers. 

Also joining PMAA in these comments is the New England Fuel Institute. NEFI is a member of the Petroleum 
Marketers Association of America and an independent trade association that has represented the home heating 
industry for 70 years. NEFI represents approximately 1,200 home heating fuel retailers and related services 
companies, most of which are small, multi-generational family owned- and operated-businesses. 

1 first want to rxiint out that we strongly suntrort the free exchange of commodity futures on otren. well 
regulated and transparent exchanges that are free of manipulation. 1 am grateful to have this chance to express 
our support for the Commission's effort to establish speculative position limits for the energy markets and to 
provide our comments as to how they may be implemented in a sound and workable fashion. 

2. Excessive Speculation Causes Volatilitv and Price Spikes at the Pump. Not Petroleum Marketers 

Excessive speculation on oil futures exchanges is the fuel extreme volatility in prices at the pump in recent 
years. In April 201 1, Goldman Sachs warned clients to lock-in trading profits before oil and other markets 
reversed suggesting speculators were boosting crude prices as much as $27 a barrel which translates in upwards 
of 40-60 cents-per-gallon at the pump. Goldman not^ that every one million barrels of oil held by speculators 
contributed to an 8-10 cent rise in oil price. This comment came as the CFTC found that speculators made up 
more than 70 percent of the open interest of positions held overnight in crude oil futures, whereas, physical end- 
users (like my company) made up less than 30 percent. Additionally, the CFTC repotted in My 201 1, that 
almost 95 percent of U.S, crude oil futures voloitK was generated by day trading. The last time I testified on 
this subject before Congress in 2008, one floor trader bought 1 ,000 barrels, the smallest amount permitte4 and 
sold it immediately for $99.40 at a $600 loss on January 3. 2008. The trader deliberately pushed the price of a 
barrel of crude oil over $ 100 just because he wanted to tell his grandchildren that he was the first person ever to 
buy crude oil over $100.' 

PMAA has previously expressed the need for effective regulation of excessive amounts of speculative activity 
in the energy markets. In testimony before the CFTC over the last several years, we outlined how the price of 
crude oil and energy products have become increasingly determined by distortions in the market attributable to 
speculative trading by large-scale, institutional investors not the law of supply and demand. For example, in 
2008, the price of crude oil rose from less than $50 a barrel in January to over $147 in July, and then dropped to 
just $33 in December. Not much has changed in 2011. From late 2010 into the summer of 2011, oil prices rose 
dramatically, which curtailed the travel budgets for average Americans, and caused an overall drag on the 


* (BBC News, 2008) 
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economy as the costs of business oveihead soared. The spring and summer of 201 1 run-up in prices occurred 
notwithstanding the sluggish state of the economy, high inventory levels, and steady supplies. 

3. The Hieh Cost of Oil and Refined Products Hurt Petroleum Marketers 

The effect of excessive speculation on small business petroleum marketers is a major problem. In recent years, 
gasoline and heating oil retailers saw profit margins from fuel sales fall to their lowest point in decades as oil 
prices surged. Gasoline retailers do not benefit from high crude oil or gasoline prices. Because they operate in 
such a competitive environment, the higher prices climb, the further margins are squeezed. Thus, rising 
gasoline prices not only hurt motorists, but gasoline station owners as well. Of the 160,000 U.S, retail gasoline 
locations, 99 percent are owned by independent businesses, not the major oil companies. While those small 
businesses may sell a particular brand of gasoline, they do not share in any of the profits (or losses) generated 
by refiners and big oil companies. The major integrated oil companies have essentially removed themselves 
from the retail gasoline business because they see that the retail environment is not very profitable for gasoline 
sales. 

In order to remain competitive, retail station owners offer the lowest price for motor fuels so that they generate 
enough customer traffic inside the store where station owners can make a modest profit by offering drink and 
snack items. Because petroleum marketers and station owners must pay for the inventory they sell, their lines 
of credit approach their limit due to the high costs of gasoline, heating oil and diesel when crude prices go up. 
This creates a credit crisis with marketers’ banks, which creates liquidity problems and may force petroleum 
marketers and station owners to close up shop. Both the Michigan Petroleum Association (MPA) and the 
Oklahoma Petroleum Marketers and C-Store Association (OPMCA) agree that excessive speculation is bad for 
business and can see firsthand how prices do not reflect fundamentals. “Oklahoma petroleum marketers are 
detrimentally affected by volatile and high gasoline prices. All we ask for is a fair price resulting from supply 
and demand fiindamentals, not Wall Street's money influence that now influences prices at the pump," said 
Oklahoma Petroleum Marketers and C-Store Association Executive Director, Bill Maxwell. 

4. Cash-Settled Contracts Impact Physical Prices 

PMAA and NEFI have concluded that excessive speculation on energy commodity markets has driven up the 
price of crude oil (and, consequendy, all refined petroleum products) without the supply and demand 
fundamentals to justify the recent run-up. Large purchases of crude oil futures contracts by speculators have, in 
consequence, created an additional paper demand for oil which drives up the prices of oil for future ddivery. 
This has the same effect that addition^ demand for contracts for the delivery of a physical barrel today drives 
up the price for oil on the spot market. Basically, a futures contraa bought by a speculator has the same effect 
on demand for a barrel that results from the purchase of a futures contract by a petroleum marketer. The very 
definition of cash-settled contracts as “look-alikes" means that what occurs in the financially-settled markets 
directly affects what occurs in the physical market. 

The Commission’s initial proposed rule on position limits was to create a separate “conditional spot month 
position limits” for certain cash-settled contracts under Section 151.4(a)(2) that is five times the spot month 
limit (or 125 percent of deliverable supply) if the trader does not have a hedge exemption, if the positions are 
held exclusively in cash-settled contracts, and if the trader holds physical commodity positions that ate less than 
or equal to 25 percent of deliverable supply. The conditional spot month limits could apply to passive investors 
(i.e., index fUnds) and therefore used as an evasion of more stringent spot month limits. 

Given that the spot month is the period when the futures price converges with the underlying spot price as time 
approaches the contract’s month of delivery, allowing five times leverage in the cash-settled “look alike” 
contract could be susceptible to arbitrageurs shorting or buying financially-settled contracts. This event could 
potentially disrupt the liquidation of the physically-settled futures contracts. Since the physically-settled 
contract and the linked cash-settled contract are economically equivalent, this could result in a traders’ 
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migration to the cash-settled contract rather than trading in the physically-settled contract which could 
potentially prevent hedgers from fulfilling the delivery of physical contract due to less liquidity in the 
physically-settled contract. The very definition of these contracts as “look-alikes” means that what occurs in the 
financially-settled markets directly affects what occurs in the physical market. 

Volatility and increased options costs would likely ensue if the financial-settled contract is able to enjoy five 
times leverage which could disrupt or unduly influence the price discovery function of the physical market 
leaving PMAA and NEFI member companies very few options to hedge effectively. There is the possibility that 
options costs may exceed profit margins for many of PMAA and NEFI’s member companies because higher 
conditional spot month limits may mstrict the physical players’ ability to compete for spot month speculative 
trading interests. Compani(» won’t be able to hedge, whether in the petroleum, airline or agriculture business 
and it will affect long-t»m planning for these companies. Volatility created by cash-settled paper pla)tera has 
already increased option hedging costs which fvevent end-users from using these tools to hedge in the 
marketplace. 

PMAA and NEFI were pleased to see that the Commission reversed its initial conditional soot month limit rule. 
The final rule treats the phvsicallv-settled contract and the cash-settled “look alike” contracts the same (1:1 ratio 
for oil and refined products). PMAA and NEFI argued that riven that most cash-settled contracts take placre on 
unre^a^ exchanges granted through the Commission’s “no-action letters.” there’s no need to treat 
phvsicallv-settled contracts and cash-settl^ “look- alike” contracts differently since they are economically 
equivalent 

5. West Texas Intermediate Crude Oil Contract vs. Brent Crude Oil Contract 

A recent phenomenon in the oil markets is the price spread between the Brent crude oil content and the light 
sweet West Texas Intermediate (WTl) crude oil contract With WTI supplies well above its five year average, 
demand down by five percent and the Euro weakened against the dollar (the dollar has strengthened 
consid^ably), oil prices should be low. Since oil is priced in dollars that would mean that oil should be much 
cheaper, but prices have remained high. Some experts believe the loss of Libya’s 1.7 million barrels-pcr-day 
supply has caused the Brent contract price run-up. However, Saudi Arabia raised production unilater^y after 
failing to convince other OPEC members to agree to a coordinated increase to meet a shortfall in supplies from 
Libya. 

The Oil Price Information Service recently reported that U.S. coastal markets would see higher prices compared 
to the middle of the country. Last month, the Pacific Northwest saw prices soar some 35 cents over the futures, 
even as Chicago and Gulf Coast spot gasoline moved below the RBOB benchmark. Crude oil for refin«»:s in the 
central US is essentially 50-75 cents-per-gallon cheaper than product in the coastal areas because they are tied 
to the Brent contract. 


West Texas Intermediate Crude OU (Symbol: CL) 

• ftice $89 a barrel 

• Traded on regulated exchange (NYMEX) 

• Ddivered at CusUng, OK 

• NYMEX raised raar^ns on traders (nrore money down) 

• Prior tt> 2005, Fhices based on inventory levels. 

• Now, based on money flows. 

• The “Financialization of oil.” 


Brent Crude OU Contract (Symbol: BZ) 

• Price: $106 per barrel 

• Traded on over-the-counter OTC market - ICE. 
ICE/CME lists Brent. CME enforces limits 

• ICE doesn't enforce position limits. 

• Traders - highly leveraged bets on the Brent contr»:t 

• Brent is highly speculative 

• Not based off inventories, no driivery point. 

• US East coast gasoline prices now based off Brent 
contract, not contract 

• Now, based on money flows, the "dark rocket” 
deals. 

• Higher leverage s higher prices. 
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Since there is no delivery point and no inventory level for the Brent crude oil contract, how would the CFTC 
determine deliverable supply for Brent crude? The position limits final rule only applies to WTI crude, gasoline 
and heating oil, but would not apply to the Brent contract. What is interesting is that the ICE Brent erode 
futures contact is a deliverable contract based on EFP (exchange for product) with the option to cash-settle 
(99.9 percent of these contracts are cash-settled anyway). Since much of the US market is now priced off the 
Brent contract, the CFTC should be examining the price discovery and fundamentals of the Brent contract 
Therefore, PMAA and NEFI urge the Subcommittee to examine whether the CFTC has the authority to 
determine deliverable supply for the Brent contract and how the contract works in the marketplace between the 
CMEandICE? 


Crude Oil Prices 



ft PMAA and NEFI’s Position on Enenn Position Limits 

Section 737 of the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the "Dodd-Frank 
Act”) requires the CFTC to establish within 180 days of its enactment speculative position limits for 
conunodities that had been exempt under the Commodity Exchange Act.^ These “exempt commodities" 
include energy-related commodities (i.e., erode oil, gasoline, natural gas and heating oil) as well as metals. 
PMAA and NEFI are strongly supportive of the immediate implementation of position limits. We believe that 
establishing appropriate and meaningful speculative position limits is essential in establishing the proper price 
functioning of the energy derivative markets. 

It is well established that the CFTC’s primary stamtory mandate is to foster fair, open and efficient functioning 
of the commodity markets as a hedging and price discovery tool for bona-fide physical hedgers. PMAA and 
NEFI believe that the proposed position limits are critical to fulfilling this mandate and thereby protecting 
market users and the public from undue burdens that may result fiom “excessive speculation.” Section 737 of 
the Dtxid-Ftank Act is a clear expression by the Congress that “excessive speculation” is bad for the markets, 
market participants, American consumers and the welfare of the broader economy. 

(i) To diminish, eliminate, or prevent excessive speculation as described under this 
section; 

(ii) To deter and prevent market manipulation, squeezes, and comers: 

(Hi) To ensure sufficient market liquidity for bona fide hedgers; and 


^ 180 days after enactment was January 17, 2011. 
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(iv) To ensure that the price discovery fimction of the underlying market is not disrupted 
and to establish position limits for Swap Dealers. 

7. Final Rule on Enertp Position Limits 

The CFTC’s final rule imposes spot month, single-month, and all-months combined speculative position limits 
on specified physical commodity futures and options contracts (“referenced futures contracts") and physical 
commodity swaps that are economically equivalent to such contracts (together, “referenced contracts"). The 
Commission will impose non-spot speculative position limits for referenced contracts to single-months and to 
all-months-combined and will determine the non-spot month limits by using a formula based on open interest 
The aggregate all-months-combined and single-month position limits would each be equal to 10 percent of the 
first 25,(XX) contracts of the “average all-months-combined aggregated open interest" with a marginal increase 
of 2.5 percent of the open interest for amounts above 25,000 contracts. 

PMAA and NEFl are concerned that the public has received inaccurate information from the Cb'lC on the 
periodic review of snot-month position limits for energy contracts. We were of the understanding that the soot 
month position limits would be reviewed at least once a year indicated during the October 18'*' CFTC public 
hearing, but the final rule published in the Federal Register indicated that energy contracts would be reviewed 
every two years. PMAA and NEFI urge the Subcommittee to clarify with the CFTC on the periodic review of 
spot-month position limits for energy contracts. 

We support die Commission’s final rule to immediately implement speculative position limits for the spot 
months as mandated by the Dodd-Frank Act. However, the final fomtula for determining both spot-month arid 
non-spot month position limits does not adequately address all four goals of speculative position limits as 
mandated by the Dodd-Frank Act. The CFTC will need to revisit this issue in the near future to better fulfill 
Congressional intent and the CFTC’s stated mission. First, the spot-month limit of 25 percent of open interest is 
far too generous. The Commission will need to consider lowering the stated limit to a level that is more 
consistent with existing limits referenced agricultural commodities (to which the Commission is proposing to 
maintain under “Legacy Limits") or that are more reflective of existing accountability limits for referenced 
energy contracts on Designated Contract Markets. Second, instead of retying on an open interests based formula 
for determining position limits, we believe that the Commission should determine an acceptable aggregate level 
of speculation and set individual trader limits to be reflective of that aggregate level. The Commission should 
consider setting separate, lower position limits for passive long traders (i.e„ index funds, exchange traded funds, 
and other similar vehicles that generally buy without regard to price), and should require that positions of 
passive long speculators who follow the same trading strategy be aggregated for purposes of applying the 
position limits. In moving forward with a phased approach for implementing position limits, the Coirunission 
needs to assess all of its data requirements and to assure that necessary data to support full analysis of 
speculative position limit issues will be available to the Commission. 

Additionally, PMAA and NEFI are concerned that the non-spot month position limits that would result from the 
final rule would be so high as to be ineffective. The Commission acknowledges that the proposed framework 
sets high position levels. These levels are equivalent to the largest positions held by market participants. PMAA 
and NEFI believe the proposed position limits faU to address the overall impact of speculators on the futures, 
options and swaps markets. Position limits that only target very large positions intended to manipulate the 
market do not address the problem of the cumulative effect of a large number of speculators with significant 
positions. PMAA and NEFI also believe that the CFTC should retain exclusive discretion in determining 
“deliverable supply” for the purposes of establishing speculative position limits. When determining “deliverable 
supply" and when formulating limits, the Commission should consult with and solicit information from market 
experts, including appropriate governmental entities (i.e., the Department of Energy’s Energy Information 
Administration and the U.S. Department of Agriculture) and academics. The final rule did not incorporate our 
concerns with estimation of deliverable supply. 
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8. PMAA-NEFI SuoBort Delta Airttnes’ Stance on Position Limits 

We note that Delta Airlines Comment letter regarding the MIO Proposed Rules on Speculative Position Limits 
(Apr. 26, 2010) pointed out that in 2000 the percentage of hedging open interest to speculative open interest in 
the oil market was estimated to have been approximately 61 percent hedgers to 39 percent speculators. During 
the 2000 to 2003 time period, which is the period immediately prior to the unprecedented run-up in speculative 
trading, the market functioned well and was orderly. There is no evidence of insufBcient liquidity for hedgers 
during this period. In contrast, it is estimated that by 2009 the percentage of hedging open interest to speculative 
open interest essentially reversed, although the amount of hedging open interest stayed relatively constant 

Delta Air Lines offered an illustrative methodology for this calculation in its advance comment letter filed with 
the GFTC.’ The basic concept is that speculative activity above the amount necessary to provide maritet 
liquidity for the trading of bona fide hedgers and to provide for efficient price discovery is, by definition, 
excessive. Specifically, for the oil futures market, the period between 2000 and 2003 is identified as the most 
recent period during which the futures market operated in an orderly maimer. During this “base period,” in the 
case of the oil futures market, hedgers constitute approximately 60 percent of the market open interest and 
speculators constimted the remaining approximately 40 percent Delta Air Lines recommended establishing a 
“Speculative Open IntMest Target” on an annual basis by looking at the immediately preceding year's hedging 
open interest and calculating the amount of speculative open interest that would be necessary to maintain the 
same ratio between hedging and speculative trading as existed during the base period. The speculative position 
limit level that applies to individual traders would then be set at a level intended in very rough terms to maintain 
this ratio of speculative to bona fide hedging trading, thus meeting the four criteria of the Dodd- Frank Act 
PMAA and NEFl endorse Delta Air Lines suggested methodology. 

Conclusion 

TTlrimarelv. affordable consumer energy will not result from what the CFTC finalized recently. A number of 
other factors olav into affordable energy including an all of the above approach on energy policy which includes 
oil exploration. increa.sed use of alternatives such as ethanol and biodiesel, and a sound mon etary policy 
coupled with a well-regulated, transparent and stable energy futures and swaps market 

We and our customers need you and the CFTC to take a stand against excessive speculation that artificially 
inflates energy prices. We appreciate the work that has been done to date and look forward to working with 
members of this Subcommittee and the CFTC to ensure that end-uSers are heard first not Wall Street banks. 
Many PMAA members rely on these markets to hedge product for the benefit of their business planning and 
their consumers. Reliable futiues markets are crucial to the entire petroleum industry. Let’s make sure that 
these markets are competitively driven by supply and demand. 

Thank you again for allowing me the opportunity to submit these comments on behalf of PMAA and NEFI. 


* Advance comment letter from Delta Air Lines, Inc. (Dec. 13, 2010) at 8-14, available at 
httD://www.cftc.gov/uem/BrQUDs/pubiic/®swaD5/documents/dfsubmisslon/dfsubmission26 121310-1-pdf 
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Consumer Federation of America 


November 3, 2011 

The Honorable Carl Levin 
Chairman 

Committee on Homeland Security and Governmental Affairs 

Address 

Address 

Chairman Levin and Members of the Committee, 

In the three weeks since we prepared the attached study of oil price speculation, the price of 
crude oil has increased by over $17 per barrel, which leads us to conclude that our estimate 
that U.S. households will spend a record $2900 on gasoline this year is on the low side. 

In the three weeks since we prepared the attached study, big oil (ExxonMobil, Chevron, 

Shell, BP, Conoco), which always profits from high oil prices, reported an increase of $50 
billion in profits from January to September 2011 compared to the same period in 2010. 

This underscores the gross inequities and economic distortion that excessive speculation 
imposes on the American people and the economy. 

Market fundamentals cannot explain these price movements or obscene oil company 
profits. This pricing behavior is the result of the "financialization” of commodities and the 
failure of regulators to prevent excessive speculation. The shenanigans on Wall Street are 
devastating Main street Needlessly high prices for petroleum products will drain about 
$200 billion out of the economy. Since consumer spending is the main driver of the U.S. 
economy, when speculators, oil companies, and OPEC rob consumers of that much spending 
power, the inevitable result is a dramatic reduction of economic activity and employment 

In the three weeks since we prepared the report the Commodity Futures Trading 
Commission adopted rules that while a step in the right direction, are far too Omid to 
control excessive speculation. These hearings must be the start of a process in which 
Congress demands much stronger and more aggressive measures to reign in excessive 
speculation and return commodity markets to their proper function, which is to support the 
real economy. 

The complete report is available at 

www.consumerfed.org/pdfs/SDeculationReDortOctoberl3.Ddf . Should you have any questions or 
need additional information please feel free to contact us at (202) 387-6121. 

Sincerely, 


Dr. Mark Cooper 

Director of Research 

Consumer Federation of America 



£ 




1620 1 Street, N.W., Suite 200, Washington, D.C. 20006 (202) 387-6121 Fax (202) 265-7989 
ww^v.consume^fed.o^g 


Permapent Subcommittee on iDvestleationi 

EXHIBIT #11 
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Excessive Speculation and Oil Price Shock Recessions 
A Case of Wall Street “DejA vu All Over Again" 


Mark Cooper 
Director of Research 


October 2011 
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Executive Summary 


Purpose 

Since the oil price spikes of 2001 the Consumer Federation of America has been calling on 
federal regulators to protect consumers from the ravages of market power and excessive 
speculation that afflict a commodity that is vital to daily life and a huge factor in household budgets. 
The Commodity Futures Tradition Commission (CFTC) is poised to adopt a rule that could 
significantly reduce the blight of excessive speculation, if it places meaningful limits on the amount 
of oil that large speculators are allowed to hold under contract in commodity markets. 

This paper examines the causes and consequences of the oil price spike of 2010-2011. It 
begins with an estimate of the burden that speculative bubbles in energy commodities place on 
American consumers and the economy. By building on analyses and testimony offered by the 
Consumer Federation of America during the rapid expansion of oil commodity market trading and 
the escalation of price in the mid-2000s, the paper shows that excessive speculation, not market 
fundamentals caused the spike in oil prices. The movement of trading and prices in the three years 
since the speculative bubble in oil burst in 2008 provides even stronger evidence that excessive 
speculation is a major problem that afflicts the oil market and the economy. 

The deregulation of trading and the relaxation of rules on banks in the early 2000s that 
“financialized" commodities are identified as the policies that triggered excessive speculation. For 
decades, commodity markets had provided a mechanism to smooth the flow of commodities 
between those who produce them and those who consume them. The "flnanciaiiztion" of 
commodities undermined the proper functioning of commodity markets. 

Failing to provide effective oversight of speculation, policy makers allowed the enrichment 
of Wall Street speculators through financialization of commodities like oil, at the expense of the real 
economy on Main Street Thus, the paper offers a powerful justification for the CFTC to establish 
strong position limit rule as a means of protecting consumers and the economy from the severe 
harm that oil price spike driven by excessive speculation cause. 

The Impact of Excessive Speculation 

Section 11 finds that excessive speculation in crude oil commodity markets will result in 
household gasoline expenditures that will set a record high in 2011, as shown in Exhibit ES-1. As a 
result speculation will add $600 to the average household expenditures on gasoline in 2011, 
resulting in the highest level of spending ever of almost $2900. 

However, gasoline accounts for less than half of all oil products consumed in the U.S. When 
the cost of other petroleum products that ultimately end up in the goods and services that 
consumers purchase are included the burden will be more than twice as heavy. With excessive 
speculation adding about $30 per barrel to the cost of oil In 2011, the total drain on the economy 
from speculation driven excessive costs rises to more than $200 billion this year. That $200 billion 
price tag for excessive speculation is equal to over 1 percent of gross domestic product and 2 
percent of consumer spending. Transferring diat much purchasing power from consumers on Main 
Street to speculators on Wall Street puts a severe drag on the economy. As shown in Exhibit ES-2, 
the five previous oil price spikes since World War II have all resulted in recessions. Whether or not 
the current price spike sends the economy into recession, it is clear that rising oil prices have 
already dampened economic growth. 


I 
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Sources: Bureau of tabor Statistics, Consumer Expenditure Survey, various issues; Enei^ information Administration, Prices, 
Gasoline; Short Term Energy Outlook, September 7, 2011. 


Exhibit ES-2: Oil Price Shocks and Economic Recessions 


• Cost ol 3 barrel of o>l. adjusted for inflation S Recessions 



Source; Jeff Rubfn, "OU Prices Caused Cbe Current Recession,” The OU Drum, November 5, 2008, ZOlZ price and recession added 
by author 


We use three approaches to estimate the size of the speculative premium consumers are 
paying - oil industry estimates of the cost of crude, the long term trend of costs and pre-Bubble 
trading. As shown in Exhibit ES-3, absent excessive speculation, the price of crude would be in the 
range of $60 to $75 per barrel. With crude prices likely to be in the range of $9S-$100 per barrel in 
201 1, a speculative premium of $30/bbl is reasonable to use as a basis for estimating the effect of 
excessive speculation. Additional evidence from market analysts also support this estimate 

Market Fundamentals are Not Good Predictors of Oil Prices in the 2000s 

Section III examines trends in oil prices, cost and supply and demand factors to 
demonstrate that "market fundamentals" ceased to be good predictors of oil prices in the mid- 
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Exhibit ES-3: Estimated 2011 Price of Crude Compared to 
Estimated 2011 Prices, without Excessive Speculation 


! $120 



OH Exec Cost Trend Pre-bubble Trading Projected Price 


Source: See Sections III and IV for the methods used to derive these estimates; hatched areas are high estimates. 


2000s. As shown in Exhibit ES-4, not only did oil prices fail to track costs during the speculative 
bubbles of 2002-2008 and 2010-201 1, but the other "market fundamentals” were generally 
constant over the decade of the 2000s. To the extent that there were changes in these 
fundamentals, they were either out of sync with the direction of change in price or moving in the 
wrong direction. 


Exhibit ES-4: Market Fundamentals, Trading Volumes and the Price of Crude 



Source: BP Statistical Review of World Energy, Full Report, {une 2011, Richard Newell, Energy and Financial Market Overview: 
Crude Oil Price Formation, May S, 2011, p. 29, EIA. Performance Profiles of Major energy Companies, Finding Costs; Commodity 

Administiation, Cushing Crude Future, contract 1, http://www.et3.eov/dnav/Det/Det ort fut si d.htm. 


Over the course of the last decade, the global reserve to production and reserve to 
consumption ratios were almost flat In fact, they were rising slightly over the decade. OPEC spare 
capacity, measured in terms of the number of days of spare capacity to meet global demand, shows 
some variation over the decade. However, the low levels of spare capacity in the early part of the 
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decade occurred well before the major price run up began. On the other hand, in recent years spare 
capacity is relatively high, when prices are rising. This hardly seems to be a good candidate to 
explain rising prices. Even using OPEC spare capacity to predict prices, it does not suggest a price 
above $60. 

Trading as a predictor of Price 

Section IV examines the role of trading and speculation in triggering dramatic increases in 
the level and volatility of crude oil prices. Exhibit ES-4 includes the trading changes along with the 
market fundamentals. It is obvious to the naked eye that trading tracked prices and fundamentals 
well until the mid-2000s. When fundamentals lost touch with price, trading and prices continued to 
vary together. Clearly, the normal relationship between cost fiindamentals and price was 
disrupted in the mid-2000s and increases in trading activity are a good candidate for the cause of 
the change. Statistical analysis confirms the obvious; trading is a better predictor of price than 
iharket fundamentals. In 2004 the number of contracts began to increase more quicldy than the 
historical trend. Then in 2006 through mid-2008, trading increased dramatically. During the 
gyrations of crude prices in the past half-decade, price has tracked trading much more closely than 
cost 

The size of the increase in trading is quite remarkable, given that there had been a stable 
market for decades. From 2003 to the peak in 2008, the number of barrels of oil under contract 
increased three-fold. Moreover, since the value of oil was also increasing dramatically, the amount 
of money flowing into this market was even larger. From the end of 2003, when the total value of 
open interests was about $19 billion, until the peak in mid-2008, when the value of open interests 
was over $154 billion, there was an eight-fold increase in the size of the market This is a classic 
bubble. 


The bursting of the bubble was equally dramatic. In the third quarter of 2008, as pressure 
from congress and the public outcry over oil prices forced the Commodity Futures Trading 
Commission to begin investigating excessive speculation, speculative money fled the market By 
mid-September, before Lehman Brothers went bankrupt precipitating the financial meltdown, the 
oil price bubble had burst In just three months, the value of open interests had declined by about 
50% and the price of oil had fallen over 50%. By the end of the year, the bubble had completely 
deflated. The price of WTI crude was down to $38/bbl and the value of open Interests was down to 
$43 billion. The amount of money that had exited the commodity market in just six months was 
five times as large as the entire market five years earlier. This is a classic bubble bursting. 

The policies necessary to prevent a recurrence of the bubble and burst cycle have not yet 
been adopted and the inaction has allowed the bubble to reflate. The value of open interests has 
been rising sharply for almost a year, and reached $150 billion at the peak, almost twice what it was 
in early 2010. 

Bad Policy Opened the Door to Excessive Speculation 

Section IV describes the policies that allowed the radical change in commodlQr markets. As 
shown in Exhibit ES-5, a series of policy decisions opened the door to excessive speculation and 
huge quantities of funds flowed into the oil futures market The influx of funds was the result of 
the new types of traders who entered the market and the “financialization” of the commodities. 


iv 
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The rapid rise and fall of Enron should have been a loud warning that the "Enron Loophole" 
and its "asset-lite" business model were dangerous, but policy makers did not heed it After the 
Enron bankruptcy and the recession of 2001-2002 had driven money out of commodity markets in 
what was ironically called "a flight to quality," traders were ready to re-enter the energy markets. 
Instead of restoring sound regulation, policy makers relaxed rules that had restricted access to 
these markets to allow the big commercial banks and hedge funds to enter, Goldman Sachs and 
Morgan Stanley who were progressively deregulated throughout the 2000s led the charge. They 
generated huge profits and bonus pools that attracted the interest of a wide range of investors. 
When oil futures became an investment good, with skjirocketing prices driving huge Wall Street 
profits, index traders and pension fund money flowed in to further inflate the bubble. 

Exhibit ES-5: Public Policy and the Influx of Speculative Funds 





onbank; 


Co nunodity Future* 


CFTC relaxes rules 

iVbdeRUzation Act P&ssed 


on Hedsc Funds 


Source: The Failure of Federal Authorities to Protect American Energy Consumers From Market Power and Other Abusive 
Practices,* Loyola Consumer Law Review, 19:4 (2007). 

Policies to Prevent Excessive Speculation 

Section V explains the economic mechanisms that link the increase in the volume and 
volatility of trading to higher prices. It offers a brief discussion of policy recommendations. As 
noted above, because the problem was created by bad policy, it can and must be fixed by good 
policy. An essential first step is adoption of a strong position limit rule by the CFTC. This will 
reduce the amount of trading and prevent a few very large traders from putting upward pressure 
on prices. 
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I. INTRODUCTION 

Purpose 

Since the oil price spikes of 2001 the Consumer Federation of America' has been 
calling on federal regulators to protect consumers from the harm of market power and 
excessive speculation that afflict a commodity that is vital to daily life and a huge factor in 
household budgets. This paper shows that the immense burden that speculative bubbles in 
energy commodities place on American consumers not only ravages household budgets, it 
dampens economic growth and destroys jobs. 

The paper builds on and extends analyses and testimony offered by the Consumer 
Federation of America, during the rapid expansion of oil commodity market trading and the 
escalation of price in the mid-2000s. ’ The explanation offered at that time showed that 
excessive speculation was a major cause of the wild gyration of oil prices. The movement 
of trading and prices in the three years since the speculative bubble in oil burst in 2008 
provides even stronger evidence that excessive speculation is a major problem that afflicts 
the oil market 

The Commodities Futures Tradition Commission (CFTC) is poised to adopt a rule 
that could significantly reduce the harm of excessive speculation,’ if it places meaningful 
limits on the amount of oil that large speculators are allowed to own (positions limits). 

This paper makes the case for strong rules to dampen excessive speculation. Position 
limits are one of several important tools to accomplish this goal. 


’ CFA Is an association of more than 300 consumer organizations, low income, and nonprofit groups, formed in 1968 to 
advance the consumer interest through research, education, and advocacy. 

* The major pieces of testimony include; ‘Testimony of Mark Cooper. Oversight of Energy Markets and Oil Futures 

Contract,” joint Hearing of die Senate Appropriations Subcommittee on Financial Services and General 
Government and the Committee on Agriculture. Nutrition and Forestry United States Senate. June 17, 2008: 
”Testimony of Mark Cooper on Excessive Speculation in Energy Commodities,” Agriculture Committee. United 
States House of Representatives, July 10, 2006: "State Regulators, Commodity Markets, And llie Collapse Of 
Market Fundamentalism.” Joint Session of the Consumer Affairs and Gas Conunittees on ”Excessive Speculation 
in Natural Gas Markets: How To Safeguard Consumers,” National Association of Regulatory Utility 
Commissioners, February 17. 2009: "Statement of Mark Cooper on Excessive Speculation in Commodity Market 
and the Collapse of Martet Fundamentalism,” Permanent Sul>committee on Investigations Committee on 
Homeland Security and Government Affairs, Hearing on Excessive Speculation in the Wheat Market, United 
States Senate, July 21, 2009. 

Broader analyses of energy markets include: Mark Cooper, The Role of Supply, Demand and Financial Commodity Markets 
in die Natural Gas Price Spiral, (A Report Prepared for the Midwest Attorney General Natural Gas Working 
Group, Illinois, iowa, Missouri, and Wisconsin, March, 2006); The Role of Supply, Demand, Industry Behavior and 
Financial Market in die Gasoline Price Spiral (for the Wisconsin Attorney General, August. 2006); The Failure of 
Federal AuUiorities to Protect American Enei^ Consumers From Market Power and Other Abusive Practices,” 
Loyola Consumer Law Review, 19:4 (2007). 

Examination of die broader issue of excessive finandalization and the collapse of market fundamentalism can be found in. 
Testimony of Dr, Mark Cooper Too Big to Fail? The Role of Antitrust Law in Government-Funded Consolidation 
in die Banking industry,” Subcommittee on Courte and Competition PoUcy, Committee on die Judidary, United 
States House of Representatives. March 17, 2009; Testimony of Barbara Roper before the Senate Banking 
Committee regarding Enhandng Investor Protection and the Regulation of Securities Markets,” March 26, 2009; 
Mark Cooper and Barbara Roper, Reform of Financial Markets: dte Collapse Of Market Fundamentalism and the 
First Steps to Revitalize the Economy, (Consumer Federation of America, April 2009). 

* Keefe. Bruyette & Woods, Exchange Order Execution, North American Equity Research, September 6, 2011. 
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Outline 

The paper is organized as follows. Section II uses an estimate of the size of the price 
spike of 2010-2011 caused by excessive speculation to measure the burden that it places 
on household budgets and the harm that it does to the economy. This establishes the fact 
that excessive speculation is an important problem that deserves careful attention and 
vigorous efforts from policy makers to reduce or eliminate the problem. 

Section 111 examines the role of market fundamentals in the recent price spikes. It 
shows that trends in oil production costs, supply, demand and spare capacity do not 
provide good explanations for the recent gyrations in price. 

Section IV shows that trading behavior tracks more closely to the recent changes in 
prices than market fundamentals. The discussion moves beyond correlation to identify the 
policy decisions that triggered the explosion of trading. 

Section V explains the economic mechanisms that link the increase in the volume 
and volatility of trading to higher prices. It concludes with a brief discussion of policy 
recommendations. 
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n. THE IMPACT OF OIL PRICE SPIKES ON HOUSEHOLDS AND THE ECONOMY 
Increased Cost for Consumers and the Economy 

Using the latest estimates for gasoline prices from the Energy Information 
Administration and for gasoline consumption from the Bureau of Labor Statistics, we 
estimate that American households will spend more on gasoline in 2011 than ever - almost 
$2,900.‘ Even adjusted for inflation, as shown in Exhibit ll-l, this is more than households 
spent in 2008, which was the last time excessive speculation gripped the oil market Based 
on the estimates of excessive crude prices provided in the next section, gasoline prices vrill 
be too high by 70 cents per gallon this year. That means that the average household will 
spend almost $600 more on gasoline than it would have if prices had not been distorted by 
excessive speculation. 


Exhibit IM: Annual Household Expenditures on Gasoline (Real $2010) 



Sources: Bureau of Labor Statistics, Consumer Expenditure Survey, various Issues; Energy Information 
Administration, Prices, Gasoline; Short Term Energy Outlook, September 7, 2011. 


Since gasoline represents less than half of all petroleum product supplied, and the 
cost of other petroleum products ultimately ends up in the prices of goods and services that 
consumers purchase, the total burden on households will be more than twice as high. 

Using an estimate of $30/bbl as the increase in crude prices caused by excessive 
speculation, the oil price bubble will rob consumers of over $200 billion this year. 

The Recessionary Impact of Oil Price Spikes 

When speculation induced price spikes enrich Wall Street commodity traders, oil 
companies and OPEC by draining purchasing power out of the economy, the ultimate effect 
is to lower economic growth and reduce employment In fact as shown in Exhibit 11-2, 


* This estimate of consumption bi adjusted downward to account for the price elasticity of demand. 
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every major oil price spike since World War I! has been followed by an economic recession 
and four of the past five recessions have been preceded by a major oil price increase. It 
would appear that the price increase of late-2010/early-2011 may make it six out of seven.’ 

Exhibit II-2: Oil Price Shocks and Economic Recessions 


• Cost ot 3 barrel of oil. adjusted lor inflation s Roccssions . 



Source: Jeff Rubin, "Oil Prices Caused the Current Recession,’ The Oil Drum, November 5, 2008, 2012 
price and recession added by author 

In the current environment, where household budgets are already under extreme 
strain because of the bursting of the housing bubble and high levels of unemployment, the 
economy is even more fragile that before the last speculation induced recession. Thus, 
high oil prices are more likely to impose hardship on consumers and do damage to the 
economy. Even if we do not fall into a recession, there is no doubt that economic growth 
and employment will suffer as a result of the oil price shock.’ 

The speculation driven oil price spike of 2007-2008 resulted in the largest price 
spike in absolute terms ever, even larger than the OPEC oil embargo and the fall of the Shah 
of Iran. The following recession that followed the 2007-2008 oil price spike, was the worst 
recession since the great depression. Of course, the financial meltdown played a big part in 
the severity of the recession. However, as discussed below, the speculative bubble in oil 


’Vivienne Walt, "Is the Fed to Blame for Soaring Global Oil Prices?", Time, January 7. 2011. Here we go again: the spike in 
global oil prices that preceded the Great Recession is being repeated. Just three years ago, the price of oil futures 
on the New York Mercantile Exchange hit $100 per bbl. for the first time, bringing dire warnings about looming 
economic hardship. Sure enough, the world economy entered its worst downturn since the Depression just 
months after oil prices peaked at a record $147 per bbl. in july 2008. Now the doomsayers are back, as oil 
futures crept above $92 per bbl. this week — their highest level since 2008....Fatih Birol, chief economist at the 
Paris-based International Energy Agency, which represents the world's industrialized oil-consuming countries, 
warned on Monday. Ian. 3. that oil prices are expected to reach $100 per bbl. again soon, threatening the 
economic recovery by hugely increasing the energy bills of countries, factories, cities and drivers. 

* Gregory White, “Barclays on How the Oil Price Spike Could Crash the HousingMarket Again," Business insider, March 6, 
2011; Robert Rapier, "The vicious Circle of Oil Price Induced Recessions," Oi/Pricecom," April 12. 2011; "The 
2011 Oil shock; More of a Threat to the World Economy Than Investors Seem to Think," The Economist, March 3, 
2011; fames Cook, "When Oil Prices Double: Recession Often Follows," The Fiscal Times, April 25, 201 1; Alex 
Koalski, "Consumer Spending in the U.S. Unexpectedly Stagnated in May as Prices Climbed," Bloomberg, fune 27, 
20 1 1, "consumer spending unexpectedly stagnated in May as employment prospects dimmed and rising 
inflation caused Americans to cut back...Economic growth slowed in the first quarter after surging energy costs 
strained consumer finances." 
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burst before the flnancial meltdown and the onset of the recession. Moreover, both the 
speculative bubble and the flnancial meltdown teach the same lesson - excessive 
flnancialization poses a serious threat to the real economy. 

One of the primary manifestations of the economic slowdown caused by oil price 
spikes is a reduction in employment Estimating Job impacts has become a national 
pastime in which we choose not to engage. The multipliers of spending depend on many 
factors, but rising gasoline prices are particularly burdensome. They not only reduce 
household budgets, but much of the money leaves the economy to pay for imported oil. 
Increasing profitability of oil companies and the earning of speculators are likely to have 
much smaller multiplier effects that consumer spending. This is a primary reason that past 
oil price spikes have invariably caused recession and that the 2008-2009 recession was so 
severe. We believe that any reasonable consumer spending multiplier will show that there 
are hundreds of thousands of jobs at risk. 

Early in the spring, an analyst from Barclays, summed up the potential harm of 
rising oil prices and made it particularly relevant by drawing a link between oil prices and 
the housing crisis, which was still ongoing, drawing together the key themes of reduced 
consumption expenditure, the outflow of resources from oil importing nations, and the 
severe impact that the 2008 price spike had on the economy. 

The main effect is on consumption via gasoline and energy prices. As consumption 
in general accounts for 60% of GDP, the effect is large. In oil exporters this effect 
will be offset by windfall revenues ffomthehigheroil prices, so the overall effect is 
unclear. In our view, the oil price increase in 2008 significantly contributed to the 
recession and the financial crisis in the U.S., which then spread globally. By raising 
CPI inflation, it reduced real disposable income and, hence, the purchasing power of 
the average households, leading to a contraction in real consumer spending and 
lowering the ability to repay mortgages. ’ 

The inability to afford the oil price increase plays an important part in James 
Hamilton’s* explanation of why the oil price increase of 2007-2008 caused a recession. 
Hamilton charts the impact of oil price increases on key consumer durables like autos and 
housing, both of which were devastated by the great recession. With households and the 
economy still vulnerable as a result of the "great recession" it is reasonable to suggest that 
the effect of the 2010-2011 price spike will be swifter and larger than the historical 
pattern. 


’ Gregory White. "Barclays on How the Oil Price Spike Could Crash the Housing Market Again," Business Insider, March 6. 
2011. 

* Causes and Consequences of the Oil Price Shock q(.2Q07 -OB," Brookings Papers on Economic Activily, spring, 2009, p. 38) 
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HI. THE ROLE OF MARKET FUNDAMENTALS IN THE RECENT PRICE SPIKES 

This section examines the role of market fundamentals in the recent price gyrations. 
It begins with the cost of production, and then examines other market factors. 

Cost 


Exhibit lll-l presents the trend of crude oil costs presented in Congressional 
testimony by an independent oil industry analyst in 2008, at the height of the previous oil 
price spike. This analysis was included in our 2008 testimony because it provides an 
independent estimate of the cost of crude. ’ The underlying data is from the Energy 
Information Administration. The most recent data available at the time was for 2006. The 
EIA data is presented in three year moving averages. 

Exhibit lll-l: 

What Does It Cost to Find a Barrel? 


Worldwide Finding Costs (USDAsbl) Oil Prices & Finding Costs Are Related 




Testimony of Adam Sieminski. Subcommittee on Oversight and Investigations, Committee on Energy 
and Commerce, U.S. House of Representatives, )une 23, 2008, p. 7. 

The point of Sieminski's analysis was to respond to a Goldman Sachs projection of 
$200 dollar oil in the 2012-2013 time frames that was getting a lot of attention at the time.'* 
The author projected a continuation of increases through 2015 and concluded that a cost of 
"$80/bbl in the 2012-2013 time frame is very consistent with this data" and that the figure 
of $200/bbl "seems like a stretch.” Looking at the data available for the most recent period 
(2006-2008) a price of about $60/bbl was consistent with the historical trend. 


’ The implied price of crude of $75 per barrel is consistent with the direct estimate of the relationship between finding 
and development costs of $25 dollars per barrel, in the Sieminski Analysis presented to the Subcommittee on 
Oversight and investigations. 

Goldman Sachs engaged in a series of releases hyping high prices over the spring of 2008, ending with die prediction of 
$200 oil. As discussed below, Goldman Sachs was the key speculator during the spike, as discussed In section IV. 
Global: Energy; Oil, $100 Oil Reality, part 2: Has the Super-Spike End Game Begun?, May 5, 2008; Morgan 
Stanley, Commodity Shipping: Current Crude Oil Shipping Patterns Suggest $lS0/bbl WTi by July 4'^ June 5, 
2008; Javier Bias and Chris Flood. “Analyst warns of oil at $200 a barrel," FT.Com, May 6 2008 
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Sieminski's analysis, based on EIA data, was supported by an analysis prepared by 
the Japanese Ministry of Economy Trade and industry (METI). The oil, free of the 
distortion of excessive speculation, was in the range of $50-$60 per barrel. 

According to the METI paper, during the second half of 2007, when the physical 
price of West Texas Intermediate crude averaged $US90 a barrel, market 
speculation, geopolitical risk and currency factors were responsible for $US30- 
$US40 of the price. 

The average WTI “fundamental price,” consistent with the underlying 
supply/demand situation, was around $US60/barrel during the December half-year, 
according to the paper, citing research for the Institute of Energy Economics in 
Japan. 

Last week the benchmark WTI futures contract touched $US13S/bbl, more than 
double the level of a year previously. 

"We cannot say exactly what the fundamental price is at the moment," a METI 
official said yesterday. "But we believe the increases this year in the market price 
have much to do with the influx of speculative money." 

Oil industiy executives, testifying in April 2008 said that the price should be in the 
range of $35 to $90, with a mean of less than $60." 

Sieminski assumed that crude oil finding costs would continue to increase. In feet, 
contrary to the expectation at the time, in 2009 the EIA found that "average worldwide 
finding costs for the FRS companies decreased $5.79 per boe (barrel of oil equivalent) of 
reserves added in the 2007- 2009 period compared to the 2006-2008 period.” Interestingly, North 
American supplies of oil exhibited large cost reductions. “The U.S. Offshore, fell the most in 
2007-2009, $23.02, and lost its position as the highest cost region. Canada displayed a large 
decline in part likely because of the inclusion of oil sands in 2009.- Although data for 2010 
and 2011 are not yet available from the EIA other sources indicate that, while finding costs 
rose in 2010, they had not reached the level that obtained in 2006-2008.” 

Exhibit I1I-2 extends the long term cost trend to 2010 and 2011. It uses the 
relationship between the EIA data for the period from 1994-2009, adds in the increase 
observed in 2010, and assumes that finding costs increase at the underlying rate projected 
by Sieminski, but from the lower observed base in 2009. This puts the cost in 2011 at $70 
per barrel. In fact, recently the CEO of Exxon testified that absent speculation, the cost of 
oil would be in the range of $60-$70 per barrel. Thus absent excessive speculation, the 
price of crude would be in the range of $60 to $75 per barrel. With crude prices likely to be 
in the range of $95-$100 per barrel in 2011, a speculative premium of $30/bbl is 


‘ ‘ Peter AifonI, ‘lapan Blames Speculators for Oil Hike,' May 28. 2008, reporting on Akira Yanagisawa, Decomposition 

Anafysis of the Soaring Crude Oil Prices: Analyzing the Effects of Fundamentals and Premium (Institute of Enei^ 
Economics. March 2008), 

]. Stephen Simon. Senior Vice President ExxonMobil put the cost at $50>$55. John Hofmeister, President of Shell Oil Co. 
put the cost at $3S"$60 per ban^l. John Lowe. Executive ^^ce President of ConnocoPhillip, put the figure at $90 
per barrel, which appears to include OPEC carte! rents (Select Committee on Enei^ Independence and Global 
Warming, April 1, 2008). 

Walt, “Soaring Global Oil Prices ’ 
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reasonable to use as a basis for estimating the effect of excessive speculation. Additional 
evidence from market analysts also supports this estimate. Thus, using $30/bbl as the size 
of the speculative bubble is conservative. 


Exhibit l H-2: T he Reiati onshi p between Cost and Price; 1986-2011 



! ■" — ■■Actual —Af—Est. Based on Cost | 

Source; EIA, Performance Profiles of Major energy Companies, Finding Costs; Energy Information 
Administration, Cushing Crude Future, contract 1, http://www.eia,gov/dnav/pet/pet_pri_fut.sl_d.htm 


The bottom line take away from this cost analysis is that for a couple of decades, 
from the mid-1980s until the mid-2000s, there was a very close relationship between the 
cost fundamentals and the price of crude. Clearly, the normal relationship between cost 
fundamentals and price was disrupted in the mid-2000s. In the next section we show that 
increases and wild gyrations of commodity trading are much better candidates to explain 
the radical shift in prices. 

Supply, Demand and Excess Capacity 

While cost is a critically important market fundamental, there are other market 
forces that are offered as explanations for the recent price spikes.'* As shown in Exhibit 111- 
3, over the course of the last decade, the reserve to production and reserve to consumption 
ratios were almost flat In fact, they were rising slightly over the decade. As noted above, 
declining costs for North American supplies has played a role in keeping supply ratios up. 
New fields and technologies are playing a part as well compared to the early 2000s. In 
2010-2011 supply and demand were not driving prices up. 

OPEC spare capacity, measured in terms of the number of days of supply to meet 
global demand, shows some variation over the decade. However, the low levels of spare 
capacity in the early part of the decade occurred well before the major price run up began. 
On the other hand, in recent years spare capacity is relatively high, when prices are rising. 
Spare Capacity in 2011 was almost three times as high as 2008, measured in terms of days 


"Paul Kruginan, "Fuel on the Hill," New York Times, June 27, 2008; Joe Nocera, "Easy Target, But Not the Right One." New 
York Times, June 28. 2008, p. B8; Sebastian Maliaby, "Nixonian Fallacy." Washington Post, June 30, 2008; Robert J. 
Samuelson, "Who's Behind High Prices," Washington Post, July 1, 2008. 
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of supply. ” This hardly seems to be a good candidate to explain rising prices. In fact, some 
observers of the market have noted that supplies and spare capacity are plentiful. 

Exhibit III-3; Market Fundamentals and the Price of Crude 



Sources; Energy Information Administration, Cushing Crude Future, contract 1, 
http;//www.eia.gov/dnav/Det/Det nri fut si d.htm. Richard Newell, Energy and Financial Market 
Overview; Crude Oil Price Formation, May 5, 2011, p. 29. 

Today, however, there is enough spare oil warehoused, and demand remains 
relatively weak after two years of recession. Even if supplies tighten, some 
specialists believe that more oil could be brought to the surface fairly quickly, Saudi 
Arabia, the world’s biggest producer and the powerhouse of OPEC, which produces 
about 40% of the world's oil, is pumping well below its capacity. And as 
international oil companies revamp Iraq's giant fields after years of stagnation, 
growth in that country's output in the next few years will boost global supplies. 

"There is spare capacity in OPEC," says Olivier Jakob, managing director of 
PetroMatrix, an energy-analysis firm in Switzerland. "The financial picture is very 
different from 2008." 

The current spike in oil futures, say Birol and Jakob, is a product of excess supply — 
of speculative dollars, billions of which are flowing into U.S. commodities markets.'* 

In fact, the correlation between OPEC spare capacity and prices is much weaker 
than the correlation we observe for speculation in the next section. Moreover, even if we 
use the best-fit relationship between OPEC spare capacity and the price of oil, we would 
project the price for crude in 201 1 at considerably less than $60, given the level of spare 
capacity, which is almost three times as high as it was in 2008. 

This critique of market fundamental as an explanation for recent price spikes should 
not be misinterpreted as a claim that market fundamentals do not matter. They do, but not 
as explanatory factors for recent price spikes. Market fundamentals are important in two 


National Bank financial Group, Oil Price: OPEC Spare Capacity Creaky contrasts with 2008, March 9, 201 1. 
Walt, "Soaring Global Oil Prices." 
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respects. First they influence the long term trend of prices. Second, as discussed in Section 
V, they create the conditions for excessive speculation. The basic conditions make the 
market vulnerable to manipulation and excessive speculation, which requires special 
vigilance from policy makers, vigilance they have failed to exercise. 
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IV. The Strong Link Between Speculation and Price Spikes 
Prices and Trading Covary Strongly 

The alternative explanation for the wild gyrations of prices in the 2000s offered by 
CFA and supported by an increasing number of studies is that the growth of speculation 
increased the volume, volatility and level of oil (and commodity) prices. Exhibit lV-1 adds 
the number of open interest contracts for West Texas Intermediate crude oil to the earlier 
graph that showed price and global finding costs. Open interest is the standard measure of 
trading. Each contract represents 1,000 barrels of oil. West Texas Intermediate is the 
benchmark crude for U.S. oil prices. 

Exhibit IV-1: Open Interests in WTI, Crude Prices, and Finding Costs 



— — Fbidinf Cost $/bbl Crude Price $/bM Open Interest (10,000 Contracts 


Source: Refiner Acquisition Cost, see Exhibit 2; Richard Newell, Energy and Financial 
Market Overview: Crude Oil Price Formation, May 5, 2011, p. 29. 

Trading, costs and prices moved closely together until early in the 2000s. In 2004 
the number of contracts began to increase more quickly than the historical trend. The 
deviation of trading in 2004 above the underlying trend was the largest such deviation to 
date. Then in 2006 through mid-2008, trading increased dramatically. During the 
gyrations of crude prices in the past half-decade, price has tracked trading much more 
closely than cost. 

The size of the increase in trading is quite remarkable, given that there had been a 
stable market for two decades. From 2003 to the peak in 2008, the number of barrels of oil 
under contract increased three-fold. Moreover, since the value of oil was also increasing 
dramatically, the amount of money flowing into this market was even larger. From the end 
of 2003, when the total value of open interests was about $19 billion, until the peak in mid- 
2008, when the value of open interests was over $154 billion, there was an eight-fold 
increase in the size of the market. 
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The bursting of the bubble was equally dramatic. In the third quarter of 2008, as 
pressure from congress and the public outcry over oil prices forced the Commodity Futures 
Trading Commission to begin investigating excessive speculation, speculative money fled 
the market By mid-September, before Lehman Brothers went bankrupt precipitating the 
financial meltdown, the oil price bubble had burst In just three months, the value of open 
interests had declined by about 50% and the price of oil had fallen over 50%. By the end 
of the year, the bubble had completely deflated. The price of WTl crude was down to 
$38/bbl and the amount value of open interests was down to $43 billion. The amount of 
money that had exited the commodity market in last six months of 2008 was five times as 
large as the entire market five years earlier. This is a classic bubble. 

Based on the observation that the change in trading began in 2004, Exhibit lV-2 
projects oil prices on the basis of the pre-bubble trend in 1986-2003. The price projected 
is quite close to the underlying cost trend. Once again, this analysis supports the 
conclusion that a substantial speculative premium is being extracted from consumers. 

Exhibit I¥-2: Projecting Prices Based on Pre-bubble Trends 



I Openlntcrest (10,000 Contracts •" “ Pre-bubble Trading Trentf 


Source: Refiner Acquisition Cost, see Exhibit 2; Richard Newell, Energy and Financial 
Market Overview: Crude Oil Price Formation, May 5,2011, p. 29. 

How Bad Policy Caused Excessive Speculation 

This analysis shows that speculation is a very good candidate for the factor that is 
driving up oil prices and the radical change in trading patterns on the basis of the 
covariation of prices and trading activity. In our earlier testimony and analysis we have 
provided evidence to support interpreting this correlation as causation. 

First, there was a set of policy decisions that opened the door to excessive 
speculation and huge quantities of funds flowed into the oil futures market through the 
openings provided by policy (See Exhibit IV-3). The influx into the oil trading market after 
2005 was important not only because of the amount of money that poured into the market, 
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but also because of the new types of traders who entered the market, which brought about 
the "finaneialization" of the market as discussed below. 


Exhibit IV-3 : Public Policy and the Influx of Speculative Funds 



Source: "Statement of Mark Cooper on Excessive Speculation in Commodity Market and the Collapse of 
Market Fundamentalism," Permanent Subcommittee on Investigations Committee on Homeland 
Security and Government Affairs, Hearing on Excessive Speculation in the Wheat Market, United 
States Senate, July 21, 2009, 

The first major policy change was the passage of the Commodity Futures 
Modernization Act (CFMA]. The CFMA made it more difficult to detect excessive 
speculation and market manipulation, and it opened the door to many other types of 
transactions that raise concerns. 

Before passage of the bill in December 2000, the government retained authority 
over fraud and manipulation in the over-the-counter derivatives markets. In 
addition, market participants were restricted under Rule 35 from conducting over- 
the-counter markets like an exchange. 

The CFMA was a major bill that drastically reduced the level of prudential regulation 
of derivatives markets. It reduced transparency and the government's surveillance 
abilities over exchange-traded derivatives, and it completely eliminated or 
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“excluded" federal derivatives regulation of the over-the-counter market Enron 
operated in that completely deregulated environment" 

The prospects for manipulation increased substantially with the passage of the 
Commodity Futures Modernization Act of 2000 [Act). The Act autiiorized trading in 
single-stock futures and narrow-based index Instruments, and the Act specifically 
permitted cash settlements. These new instruments will not necessarily have liquid 
underlying securities. Further, all else equal, fewer numbers of securities will be 
easier to manipulate than larger numbers." 

The rapid rise and fall of Enron should have been a loud warning alarm that the 
“Enron Loophole” and its "asset-lite” business model were dangerous, but policy makers 
did not hear it After the Enron bankruptcy and the recession of 2010-2011 had driven 
money out of commodity markets in what was ironically called “a flight to quality,’’" traders 
were ready to re-enter the markets and policy makers invited them in. Policy makers 
obliged by relaxing rules that had restricted access to these markets. 

In the post-Enron period the rules of entry were relaxed to let more entities into 
these lightly regulated or unregulated markets. 

Some lawmakers and consultants argue the government has done little to shore up 
the energy markets most susceptible to manipulation. The Federal Reserve relaxed 
rules in 2003 so that Commercial banks like Citigroup would take possession of 
physical commodities like oil in storage tanks... The move allowed the banks to 
serve as dealers in commodity derivatives... 

"It is an effort by banks to move into the terrain that Enron abandoned in their 
bankruptcy... 

As early as October 2002, less than a year after Enron declared bankruptcy, the 
Commodity Futures Trading Commission started to write rules exempting 
commodity hedge funds from regulatory oversight” 

By late 2003 the big banks and large speculators began to enter and accelerate 
trading to deliver the consumer from the doldrums of low, stable prices. 

Wall Street banks are notoriously fickle about their commitment to commodities 
trading. But the eye-popping profits earned by the market leaders, Goldman Sachs 
and Morgan Stanley, have spurred other banks to get into the game. In 2004, 

Goldman Sachs and Morgan Stanley earned about $2.6 billion combined fi'om 
commodities trading, most of that from energy. 

The new hedge funds are sucking scarce talent away from the banks. At least 4S0 
hedge funds widi an estimated $60 billion in assets are focused on energy and the 
environment, including 200 devoted exclusively to various energy strategies.” 


" Dodd, Randaii, “Untangling Enron: The Reforms We Need," Chailenge, March-April, 2002, pp. 72-73. 

" Hans R. Outt and Lawrence E. Harris, “Position Limits for Cash-Settled Derivative Contracts," Journal of Futures Markets, 
25: 2005, p. 948. 

'* Peter Fusaro, “Hedge Funds: The Next Wave in Energy Trading," PRMIA Members Update. luly 2004, #7, p. 4. 

“Alexei Barrionuevo, “Energy Trading, Without a Certain 'E*,“ New York Times, January 15, 2005, p. 3-3. 
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By mid-2004 a front page Wall Street Journal article entitled, “Oil Brings Surge in 
Speculators Betting on Prices" drew the connection between increasing trading activity and 
rising prices. It noted that oil had become an investment commodity. 

Oil has become a speculator’s paradise. Surging energy prices have attracted a 
horde of investors - and their feverish betting on rising prices has itself contributed 
to the climb. 

These investors have driven up volume on commodities’ exchanges and prompted a 
large push among Wall Street banks and brokerage firms to beef up energy trading 
capabilities. As the action picked up in the past year, those profiting include large, 
well-known hedge funds, an emerging group of high-rollers, as well as descendants 
of once-high flying energy-trading shops such as Enron Corp...“ 

The process of the continual influx of money results in too much money chasing too 
few goods. When risk capital seeking higher returns starts to chase a commodity that is 
relatively fixed in supply and demand in the short and midterms, it is hard to imagine that 
it will not have an impact on prices. In the same article from 2004, Alan Greenspan offered 
precisely this view of what had begun to happen in the financial markets. 

"The marked rise in the net long positions of noncommercial investors in oil futures 
and options since May 2003 has increased net claims on an already diminished 
global level of commercial crude and produce inventories," said Federal Reserve 
Chairman Alan Greenspan in June of this year. Oil prices accordingly have surged."” 

Most attention was focused on oil because that was a more mature market, but the 
effect was seen as spreading to natural gas and other energy commodities. 

More than 200 hedge funds already play or are set to play in energy commodities 
markets, and they are primed to bring more risk capital to bear in those markets. 

Evidence of their trading activities is already speculated to account for the much 
higher crude oil prices seen in recent months, and some analjrsts suggest that hedge 
ftmd activity may account for up to $8 per barrel of total price. Additional evidence 
of their influence has been the 55% growth in open interest on NYMEX crude, 
heating oil, and gasoline contracts over the past year and the more violent and 
volatile intraday trading during recent months. What happened in oil has spread to 
gas, power, and coal." 

The figure of $8 per barrel as a "hedge fund activity premium”, in oil is a stunning 
number for mid-2004. It represents approximately 20 percent of the refinery acquisition 
cost in 2004 and two-thirds of the $12 increase in refinery acquisition costs between 2002 
and 2004. 


Barrionuevo. “Energy Trading,* 

^ "Oil Brings Surge in Speculators Betting on Prices: Large Inve^ors Playing Ongoing Rise is Increasing Demand and Price 
Itself," August 24. 2004, p. A-1. 

»Id,p,A-2. 

** Fusaro. Peter, The Rise of Financial Energy Trading Markets: Enter the Hedge Funds," Insight, October 2004, p. 3. 
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Six months later the New York Times, in an article entitled "Energy Trading, Without 
a Certain E,” described the activities of energy hedge funds against the backdrop of the 
impending Enron trials, noting that “some industry officials question whether the funds are 
contributing to higher energy prices, or at least stoking more price volatility,"" While the 
"E" in the New York Times headline was intended to refer to Enron, it actually could stand 
for the huge sums of energy futures contracts that are traded without being backed by the 
underlying assets or equity. 

By April 2006 the surge in trading had become frenzy, according to a front-page 
New York Times article - "Trading Frenzy Adds to Jump in Price of Oil.““ The centra! 
anomaly was Just as striking to the CEO of a major oil company in 2006 as it was to the CEO 
of ExxonMobil earlier this year. He made the same point - physical market conditions 
cannot explain financial market behaviors - "It is the case," according to BP’s chief 
executive. Lord Browne, "that the price of oil has gone up while nothing has changed 
physically." 

The asset-lite model of Enron was proliferating across the commodity markets. 
Because there are few requirements for backing, entry is extremely easy and trading can 
escalate rapidly. "The hedge funds are borrowing as much as 10 times what they invest in 
some trades, analysts and traders say, contributing to short term volatility that has 
complicated the energy purchases of many large energy users.”” There were doubts about 
the ability of the firms to withstand the risk, at least for a time. 

But with the revival comes questions from some financial market analysts about 
whether energy trading will be better able to withstand another potential 
meltdown... The latest ramp-up in trading has also been marked by an air of secrecy 
underscored by the proliferation of hundreds of hedge funds that are speculating on 
everything from crude oil to electricity in both regulated and unregulated markets. 

Many funds are being aided by investment from banks, which are also buying up 
distressed power plants and other remnants of the collapsed sector..." 

As volatility and price rise, it becomes more difficult for the commercial traders, the 
firms that need the underlying physical commodity, to stay in the markets. They do not 
have the resources to play in the market The big bankers and large traders thrive through 
speculation while physical traders are strangled. 

Hedge funds bring increased sophistication, liquidity, and the risk culture and 
trading acumen to bear on energy commodities markets. Seeking new opportunities 
to obtain greater returns, hedge funds see energy markets as providing ffiat 
opportunity. Likewise, the investment banks have a risk trading culture, deep 
pockets, and access to both physical and financial traders. Even the energy 
companies with surviving trading arms are now partnering with investment banks 
to sustain and improve trading operations while obtaining access to increased 
expertise, more sophisticated tools, and risk capital. Moreover, we have the 


” Alexei Barrionuevo, “Energy Trading, Without a Certain ‘E’,' New York Times, January 15, 2005, p. 3-3. 

“ Jad Mouawad and Heather Timmons, Trading Frenzy Adds to Jump i Price of Oil," New York Times, April 29, 2006, A-1. 
”ld,p3-3. 

“Id. P.3-3. 
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multinational oil and gas companies with the balance sheet to put their capital at 
risk. It is no accident that BP is the No. 1 gas trader and in the top five in power 
trading. BP has the balance sheet and supply to play in this new financial market” 

Developments since 2008 confirm this view of excessive speculation. Over the 
course of the summer of 2008, Congressional scrutiny* and the public outcry over high 
gasoline prices pushed the CFTC to take measures to address some of the most egregious 
mistakes that had been made in adopting public policies that led to excessive speculation.” 
Poorly regulated foreign commodity exchanges were challenged; the misclassiflcation of 
commodity traders was corrected; and information was demanded from traders.” 
Speculative money was driven out of the commodity market 

From the peak price of oil of over $145/barrel on Thursday July 3, 2008, to the 
Friday before the Lehman Brothers bankruptcy triggered the market meltdown, the price 
of oil had fallen by $44/barrel. The bubble had begun to deflate. By the time the first of the 
Wall Street bail out money had been spent in early October, the price of oil had come down 
by another $13 per barrel and was at levels that had not been seen in a year. When 
liquidity was further drained from the market by the recession and the financial meltdown, 
the bursting of the speculative bubble was complete. Excessive liquidity had pushed oil 
prices to outrageous levels; when the liquidity was driven out of the market, the prices 
plummeted. The amount of money that flowed out of the open positions in the third 
quarter of 2008 was three times as large as the value of the entire market in 2004, just four 
years earlier. 

The repeated bubble and burst pattern has sensitized some analysts to the fact that 
the financial markets have lost touch with physical markets. Thus a CNN report from 
march 2011 quotes one analyst who concludes that the "speculators now own nearly six 
times as many barrels of oil... as can be stored at the WTl trading hub in Cushing 
Oklahoma," a level that another analyst called “extraordinary." ” 

The role of speculation is so pronounced in the 2010-2011 spike, that even firms 
that play heavily in the market, like Goldman Sachs, recognized that speculation was 
playing a role. In mid-April it "caused a stir in the commodities trading world when it 
named "excessive speculation” the culprit for inflating oil prices.” "Specifically, Goldman 
Sachs warned clients on Monday to lock-in trading profits before oil and other markets 


” Fusaro, Enter the Hedge Funds, p.3 

” Yanagisawa, Siemisld, Testiniony of Roger Diwan Regarding Energy Speculation: Is greater Relation Necessary to 

Stop Price Manipulation," Subcommittee on Oversight and Investigations, Committee on Energy and Commerce. 
US. House of Representatives. June 23, 2008; Testimony of Michael Masters, Managing Member/Portfolio 
Manager, Masters Capita Management, LLC, Committee on Homeland Securi^ and Governmental A^rs, Unit^ 
States Senate, May 20, 2008; Testimony of Fade! Ghdt* Subcommittee on Oversight and investigations, 
Committ^ on Energy and Commerce, U.S. House of Representatives, June 23, 2008; Thomas Evans, Citi Futures 
Perspectives, July 3. 2008; Lehman Brothers, Oil Cot-com, May 29, 2008. 

Fusaro, Peter, The Rise of Financial Energy Trading Markets: Enter die Hedge Funds," Insight, October 2004, p. 3. 

” Maria Herbst, "Under Pressure from Congress - and Runaway Oil Prices - U.S. Regulators are Moving to Exert Greater 
Oversight June 20098; Robert Campbell, "Big CFTC Data Revision Raises Oil Tradere' Eyebrows." Reuters, August 5, 2008; 
Gregory Mocek and Athena Velie, "A New Era of Regulation Has Already Begun, Commodities Now, March 2009. 

” Colin Barr, "Speculators Double down on Oil," CNNMoney, March 7, 2011. 

” Daniel J. Weis and Valeri Vasquez, "Oil Roulette," Climate Progress, April 29, 2011. 


17 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00303 Fmt6601 Sfmt6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



298 


reverse, with the bank’s estimates suggesting speculators are boosting crude prices as 
much as $27 a barrel."” 

The foregoing analyses provide solid evidence that the price of crude oil would be in 
the range of $60-$70 per barrel absent the distorting effect of excessive speculation. With 
the average price of crude oil in the U.S. likely to be in the range of $95 to $100 per barrel 
this year, as summarized in Exhibit lV-4. Thus, a reasonable estimate of the burden of 
excessive speculation for this year is a $30 per barrel. 


Exhibit IV-4; Estimated 20H Price Crude Compared to Estimated 2011 Prices, 
without Excessive Speculation 

i $120 



Oil Exec Cost Trend Pre-bubble Trading Projected Price 


” Stuart Bums, “Goldman Sachs Calls the Top In Oil and Metals: Clients Advised to Close Positions, Oilprice.com, April 14, 
2011 . 
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V. POLICY IMPLICATIONS 

Causal Mechanisins that Link Excessive Speculation to Price and Economic 
Inefficiency 

Markets afflicted by excessive speculation are inefficient, allowing supranormal 
trading profits,” increase volatility that leads to higher risk premiums and lower 
production as producers exercise their option to hold assets in the ground." The impact 
falls heaviest on commercial traders. 

Even when die setdements of cash-setded contracts are not purposefully 
manipulated, the settlement mechanism may increase underlying voladlity when 
hedgers unwind their hedges if they have no incentive to control their trading costs. 

This generally is the case when hedgers trade out of their positions at the same 
prices that determine the final cash setdement price. The resulting price 
uncertainty reduces trading by risk-averse producers and thus produces 
deadweight losses.’* 

Thus, four key factors serve to drive the price spiral higher: volume, volatility, risk 
and transaction costs. The structure and availability of markets plays a role in allowing the 
volumes to increase. 

Changes in the way oil is traded have contributed their part as well. On NYMEX, oil 
contracts held mosdy by hedge funds - essentially private investment vehicles for 
the wealthy and institutions, run by traders who share risk and reward with their 
partners - rose above one billion barrels this month, twice the amount held five 
years ago. 

Beyond that, trading has also increased outside official exchanges, including swaps 
or over-the-counter trades conducted directly between, say, a bank and an airline... 

Such trading is a 24-hour business. And more sophisticated electronic technology 
allows more money to pour into oil, quicker than ever before, from anywhere in ffie 
world. ” 

The influx of new money is sustained by movements of different institutions and 
individuals into the market 

Everybody is Jumping into commodities and there is a log of cash chasing oil,” said 
Philip K. Verleger jr., a consultant and former senior advisor on energy policy at the 
Treasury Department" 


■* Shambora, William E. and Rosemary Rossier, "Are There Exploitable Inefficiencies in the Futures Market for Oil," Energy 
Economics, January, 2007. 

” Utzenberger, Robert H. and Nlr Rabinowitz, “Backwardation in Oil Futures Markets: theory and Empirical Evidence." 
Journal of Finance. S: 1995. 

" Dutt, Hans R. and Lawrence E. Harris, "Position Limits for Cash-Settled Derivative Contracts," The Journal of Futures 
Markets. 2005, p. 497. 

” Mouawad and Timmons, “Trading Frenzy," A-l. 

* Mouawad and Timmons, “Trading Frenzy," A-l. 
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The hedge funds have come roaring into die commodities market, and they are 
willing to take risks," said Brad Hintz, an analyst with Sanford Bumstein & 

Company, an investment firm in New York... 

Pension funds have been particularly active in the last year, said Frederic Lasserre, 
the head of commodity research at Societe Generale in Paris. These investors, 
seeking to diversify their portfolios have added to the bujdng pressure on limited 
commodity markets.*' 

There are a variety of structural and behavioral ways that financial commodity 
markets can push prices up. Volatility and churn can be costly. Brokers take fees and 
traders take a spread on every transaction. Volatility increases risk, which then demands 
rewards. Producers, in turn, want volatility insurance. If each of these factors creates a 
small increase in price, it adds up to substantial increases given the amount of money 
involved. Volatility also raises the cost by building in a premium. 

Increased volatility increases the value of producers’ operating options, options to 
produce now (at an “exercise price" equal to marginal production cost and with a 
“payoff equal to the spot price), rather than waiting for possible increases or 
decreases in price. These options add an opportunity cost to current production: 
namely, the costs of exercising the options rather than preserving them. This and 
increase in volatility increases the opportunity cost of current production.*’ 

As prices and volatility rise in a market, it gets harder and harder to convince people 
who have the physical commodity in the ground to part with it They have to be bribed 
with higher prices to lift the oil not only because they can expect a higher price in the 
future, but also because they demand a higher risk premium to insure against the chance 
that they are selling at the bottom of volatile price swings. This basic fact has been clear in 
the academic literature for quite some time" and it is finally penetrating to the popular 
press. 


Mouawad and Timmons, *Trading Frenzy,' A-1. 

Hans R. Dutt and Lawrence E. Harris, 'Position Limits for Cash-Settled Derivative Contracts, Thejountalo/Futures 
Markets" 25 (2005), p. 497, 'Even when thee settlement of cash-settled contracts are not purposefully 
manipulated, the settlement mechanisms may increase underlying volatility when hedgers unwind their hedges 
if hey have no Incentive to control their trading costs. This generally is the case when hedgers trade out of tiieir 
positions at the same price that determine the Rnal cash settlement price.' Robert f. PyndycK 'The Dynamics of 
Commodity Sport and Futures Markets: A Primer,’ The Energy Journal 22(2001), p. 12, emphasis in original, 
'Increased volatility Increases the value of producers' operating options, options to produce now (as an 'exercise 
price’ equal to the mai^ginal production cost and widi a 'pay-ofT equal to the spot prices), ratiier than waiting 
for possible inci^ases or decreases in rice. These options add an opportunity cost to current production: namely 
the cost of exercising the option rather than preserving them. This increase in volatility increases tiie 
opportunity cost of current production." Although Stephen Craig Pirrong, The Economics, Law and Public Policy 
of Market Power Manipulation (Boston, Kluwer, 1996), focuses on market manipulation, the conditions that 
facilitate manipulation also facilitate excessive speculation, particularly with the influx of new money. '[BJy 
demanding excess!^ deliveries a long Induces distortion in tiie spatial and temporal distribution of 
consumption, transportation and storage. Shorts must pay current owners of the commodity increasingly higher 
prices in order to compensate current owners of the commodity for the surplus foregone, pp. 24-25). '(A) trader 
who does not {K>ssess any informational advantage is able to acquire market power as long as the flow of orders 
from other traders to die futures market is sufficiently volatile and large relative to the size of deliverable 
supply... Put another way, the existence of 'nose traders’ makes fraud possible." (p. 12) 
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Another financial factor behind the price rise that hasn't been talked about much on 
Capitol Hill or elsewhere is reduced hedging by oil companies on futures markets, 
says Larry Goldstein, a longtime energy analyst In the past crude producers would 
offer buyers a portion of their energy output in future years in order to protect 
themselves if prices pulled back. But energy companies got burned as prices kept 
rising during the past two years and have since cut back on selling untapped 
production - forcing prices for energy futures even higher. *’ 

Traders can profit from a rising price in a variety of ways. As long as there is more 
new money coming in that is Willing to bid the price up, the old money in the market 
benefits by staying long. Given the entry of a series of new pots of money - first banks, then 
hedge funds, then pension funds, then index funds - this upward spiral is sustainable and 
profitable. Further, it is easier to ensure the inflow of funds when you are "advising" the 
new money what to do. it is easier to sustain the upward spiral of prices when you are 
hyping the market with reports about how high the prices will go.“ Traders can engage in 
wash trades to push the price up. As account values rise, excess margins and special 
miscellaneous accounts allow the trader to take money out or leverage more trading, to 
keep the upward spiral going. Traders and exchanges benefit from transaction fees that 
grow with value. 

With hundreds of billions of dollars at stake and a vital commodity gyrating wildly 
in price around a dramatic upward trend, one would think that policymakers would 
examine these markets closely, but that was not the case. 

Historically, most hedge fund managers have not been required to register widi the 
U.S. Securities and Exchange Commission (SEC) and, therefore, have not been 
subject to regular SEC oversight... 

Further, hedge funds are not subject to the numerous regulations that apply to 
mutual funds for the protection of investors, such as those requiring a certain 
degree of liquidity, the ability to redeem mutual fund shares at any time, the 
protection against conflicts of Interests, assurance of fairness in the pricing of fund 
shares, disclosure regulation, the limitation in the use of leverage, etc.... The recent 
SEC financial disclosure requirements are really light-handed regulations used to 
assuage public concerns over financial markets and have had little impact on hedge 
fund investment*’ 

The fundamental transformation of the commodity market and the change in the 
nature of trading have led to a disconnect between the analysis of micro movements of 
trading (hours and days) and the long term movements. 

The CFTC found that such extreme changes in price volatility were not evident in the 
data. However, the volatility of time-series data need not exhibit any clustering or 


*’ Nelson C Schvrarte, "Asleep as the Spigot," New York Times, july 6, 2008, Business Section, p. 7. 

** Goldman Sachs, Global: Energy: Oil, $100 Oil Reality, part 2: Has the Super-Spike End Game Begun?, May 5, 2008: 

Morgan Stanley, Commodity Shipping: Current Crude Oil Shipping Patterns Suggest $lS0/bbl WT! by juiy 4®, 
June 5, 2008. 

*’ Peter Fusaro and Gary Vasey, "Hedge ftinds Change Energy Trading," International Research Centerfor Energy and 
Economic Development, Occasional Paper No. 39. 2005. 
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significant changes for the market to be influenced by the trading behaviors of a 
large group of participants. Shifting aggregate expectations due to relatively tight 
short-term fundamentals and changing composition of market participants are not 
aspects the CFTC normally examines, and these factors are indeed essential to the 
proper analysis of the question of the role of speculators in price formation. Thus, it 
can be argued that the models employed were not adequate to answer the types of 
questions being asked." 

However, knowing whether price changes lead or lag positions changes over short 
horizons, (a few days) is of limited value for assessing the price pressure effects of 
flows into commodity derivatives markets. Of more relevance is whether flows 
affect returns and risk premiums over weeks or months. The imputed flows of 
funds into index positions... suggest that such intermediate-terms price-pressures 
effects may well have been present " 

The Proper Function of Commodity Markets and Normal Speculation 

Thus, it is important to understand the purpose of commodity markets and the 
difference between normal speculation and excessive speculation caused by the 
"flnancialization” of commodity markets. The original purpose of commodity market was 
to smooth the operation of physical commodity markets. For decades the commodity 
markets allowed the buyers and seller to hedge risk and plan their business operations by 
contracting for the delivery of future supplies of the goods on which they depend for their 
living. Finandlization of commodity markets turned these commodities into asset classes 
that were not traded for physical delivery. They were bought (and frequently held) for 
pure financial gain. A barrel of oil might be traded 10, 20 or even 30 times before it was 
delivered, and it never was delivered to the speculators, who came to hold three-quarters 
or more of the contracts. 

As the risk and volatility increased with flnancializtion, the markets became severed 
from their underlying function. When this relationship is disrupted because of inadequate 
regulation, excessive speculation undermines the ability of the market to provide its vital 
functions for the real economy - driving prices too high, but simultaneously reducing, not 
increasing supply, creating volatility that makes it more difficult, not easier, to plan 
production. Risk and volatility became so great that many physical traders were forced 
out of the market 

The flnancialization of energy commodities wreaks havoc on household budgets and 
the economy because of the interaction between basic conditions in energy markets and 
the powerful and perverse effects of flnancialization. Exhibit V-1 summarizes an 


^ Kenneth B. Medlock and Amy Myers JafTee, "Who is in the Oil 

Fumres Market and How Has it Changed?” Oantes A Baker HI institute for Public Policy, Rice University, August 
26.2009}.p.l4. 

” Kenneth ]. Singleton, Investor Flow and the 2008 Boom/Bust in Oil Prices, March 23. 2011. 
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Exhibit V- 1: Physical, Financial and Regulatory Factors in the Energy Price Spiral 


POI.ICY MISTAKES & 
THEOt CONSEQUENCES 


BASIC AND SORUCTURAL 
CONDITIONS 


RISIRB PRICES 



Source; Mark Cooper, The Failure of Federal Authorities to Protect American Energy Consumers from 
Market Power and Other Abusive Practices," Loyola Consumer Law Review, 19:4 (2007), p. 318. 
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explanation of the interconnected role of speculation in commodity markets and market 
fundamentals in the price spiral.*' 

At the bottom of the spiral are the physical market characteristics that define the 
basic nature of the commodity. At the right side of the spiral are the structural conditions 
that affect price in the long term. On the left side of the spiral are the policy decisions and 
behaviors that affect price in the short term. The key role of the financial and commodity 
markets and the escalation of volume, volatility and price are clear. Demand and supply 
are relatively inelastic in the short and mid-term, while transportation of these 
commodities is difficult and costly, making them vulnerable to manipulation and excessive 
speculation. 

Financializaiton allows banks and hedge funds with deep pockets and market 
leverage to exploit these underl)dng market conditions. The market participants benefit by 
exploiting aqnnmetric information. They have perverse incentives to drive prices up by 
straddling positions in different markets, h3?ping high prices in public and attracting more 
money into the market in private. They have strong conflicts of interest in straddling 
positions and playing different roles in many markets. When regulators relaxed the 
prudential regulation that restrained the exploitive behavior of speculators and invited 
new institutions to enter with different purposes and goals, the function of the commodity 
markets was undermined. Exemptions from oversight and repeal of restrictions allowed 
money to flow in and excessive speculation quickly took hold. 

The role of the big, deregulated banks is pervasive in the process of financialization 
as described above. They led the charge into the markets, posted-eye popping profits, 
backed hedge funds, straddled asset classes and hyped up price increases. The opportunity 
to straddle a variety of markets can also be exploited by the new players. They can take 
positions in lightly regulated exchanges and unregulated over-the-counter markets, 
directly hold physical assets, and participate as large players in equity markets." Chasing 
high profits in the energy sector in markets that lack transparency increases risk, which 
demands higher returns. “What is readily apparent from all of this activity is that the fund 
community now sees the energy complex fundamentals trending to higher prices and that 
it offers them an attractive sector in which to inflate sagging returns for investors."* 


** The role of speculation has been recognized by academic analysts looking at the 2008 bubble, although there remain 

uncertainties about the precise size of its role. Marco Lombardi and Ine Van Rovays, Destabilizing Speculation in 
the Oil Marked (January 11, 2011), find the role of speculation in the price decline to be three times as large as in 
the increase. Across the entire cycle, it accounted for about a quarter of the price movement Hamilton (2009) 
argues diat oil price increases have their effect regardless of the cause of the price increase, and concedes that 
“speculative investing In oil futures contracts may have contributed (p.39).” Hamilton notes drat the underlying 
factors that create the conditions for speculation as a cause of the price spike are die same conditions as diose 
necessary for supply and demand as causes. He notes (pp. 22*23) that the price pattern could have induced die 
owners of oil to keep it in the ground and diey readily admit as much and act in this way. Thus, speculation 
becomes a cause of the supply demand balance. We believe that die movement of prices and trading since 2008 
strengthen the case for a larger role of speculation in contemporary oil price setting and weaken the case for 
movements in fundamentals as die cause of the wild price gyrations. 

" Fusaro, Peter, and Gaiy Vzsey, “A Major Structural Shift in Energy « But Where are the Majors?,” p. 2. 

* Fusaro, and Vasey, “Why Have They Appeared Now?,* p. 2. 
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This prediction of increasing profits made in October 2004 proved quite correct 
The bonus pool at Goldman Sachs, one of the key members of the “triangle of trading,” has 
raised some eyebrows. 

The bonus pool, as we've heard ad nauseam, is overflowing with some $11 billion. 

Mr. Paulson, the chairman and chief executive, alone took home 437 million, or 
about 800 times the median household income in the United States. Well done. The 
question is whether all of this is sustainable - and, of course, whether the bank 
hasn't turned into a huge hedge hind.” 

Goldman Sachs was in the thick of the extremely lucrative speculation once again in 
2010-2011. When its own model concluded that speculation had increased the price of 
crude by as much as $27/bbl, they advised their clients who they had brought into the 
market to push the price up a few month earlier to get out with a 25% return in a mere five 
months. 

SpeciOcaily, Goldman Sachs warned clients on Monday to lock-in trading profits 
before oil and other markets reverse, with the bank's estimates suggesting 
speculators are boosting crude prices as much as $27 a barrel. Oil prices promptly 
dropped 3 percent as speculators anticipated Goldman's clients would liquidate 
positions. Goldman's advice came after US oil futures have risen some 20 percent 
this year and the bank was advising clients they should close their CCCP basket 
positions, taking profits on a trade that has returned 25 percent since first 
recommended in December.” 


OPEC 


Having made the case for a complex relationship between market fundamentals and 
excessive speculation in which trading is the primary factor in the bubble and burst cycle, 
we would be remise if we did not also note that OPEC plays a role in the overall process. 
Whenever the bubble inflates, OPEC ministers insist that it is not their fault and blame 
speculators.” At one level, our analysis exonerates them from blame. At another level, they 
bear a great deal of responsibility. 

OPEC is a rent seeking cartel that attempts to manage the price by setting supply 
quotas among its members. There is a great debate about how effective they are at this, but 
the more important point is that OPEC members, who possess the lowest cost sources of 
crude oil, have systematically underinvested in development of supplies.” They distort the 
supply curve, driving the world to develop more expensive resources long before they 
would have to if the market were not distorted by the cartel behavior. With nearly 50-year 
reserve to consumption ratio, in spite of the withholding of supply by OPEC, it is reasonable 
to assume that the escalation in the price path would be much less steep absent the cartel 


” Sorldn, Andrew Ross, "Cheer to Deals that Fizzed (or Fizzled)," New York Times, January 1, 2006. 

” Stuart Bums, Goldman Sachs Calls the Top in Oil and Metals: Clients Advised to Close Their Positions, April 14. 2011; 
” Michael Greenberger, "The Relationship of Unregulated Excessive Speculation to Oil Market Volatility," International 
Energy Forum, January S, 2010. 

” Bureau of Economics, Gasoline Price Changes and the Petroleum Industry: An Update, FTC 
Staff Study, September 2011, p. 14. 
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behavior. It is also entirely possible that an orderly market would produce a much less 
erratic path of supply development and be less vulnerable to manipulation and excessive 
speculation. 

Policy Impucations of the Analysis 

Ironically, when it is clear that the market fundamentals argument cannot explain 
price movements, some of its adherents invoke the problem of market psychology as the 
explanation. The reality of the market no long matters: it is only the perception of the 
participants that matters. 

Everyone in the oil market is attuned to every little twitch diat has the potential to 
damp supply or increase demand. That’s why, for instance, when Libya announced 
on Thursday that it might cut oil production, oil jumped more than $5. Meanwhile, 
when Brazil discovers a huge new oil field, the market shrugs. That is not 
speculation at work - its market psychology. There’s a big difference. If there is a 
bubble, that’s what is causing it® 

Our July 2009 testimony to the Senate Permanent Subcommittee on Investigations 
Committee on Homeland Security and Government Affairs concluded with the following 
advice and irrational psychology. 

In the end, if it is just psychology, we would urge policy makers to ask themselves 
whether they are obligated to let the psychos run wild in a market as vital as oil. We 
submit that you are not If the traders in this market have become irrationally 
attuned to "every little twitch” that might increase prices, but disregard facts that 
might lower prices, it is hard to conclude that the market is functioning properly. 

The psychos need a little sedation to restore balance to their perspective. 

Prudential regulation has the benefit of both preventing excessive speculation and 
sedating the psychos, not to mention allowing the physical traders to reenter the 
market and use its price discovery and risk management functions.® 

’The need to restore effective prudential regulation in commodity markets is just as 
great today, if not greater given the demonstration that the bubble and burst cycle has 
repeated itself and the vulnerable state of the economy. 

Recognizing that excessive speculation exists and imposes huge costs on consumers 
and the economy is the first step in solving the problem. It creates the predicate for 
vigorous new policies to reduce excessive speculation. 

It was foolish to believe that self-regulation would prevent excessive speculation 
and two speculative bubbles in less than half a decade make it clear that self-regulation has 
not and will not work. 


“ |oe Noccra, "Easy Target But Not the Right One,” New York Times, June 28, 2008, p. 88. 

® 'Statement of Mark Cooper on Excessive Speculation in Commodity Market and die Collapse of Market 

Fundamentalism," Permanent Subcommittee on Investigations Committee on Homeland Security and 
Government Afbirs, Hearing on Excessive Speculation in the Wheat Market, United States Senate. July 21, 2009. 
P. 12, 
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Coordination across agencies both domestically and intemationaily is critically 
Important to driving excessive speculation out of national and international markets, but 
the U.S. cannot wait for others to act The U.S. is the largest single market for many of these 
commodities. The U.S. accounts for one quarter of the daily global oil consumption. If we 
do not lead, there will be no one to follow. 

In 2008 we suggested a lengthy set of policies that are needed to address the severe 
problem of excessive speculation. These policies address all of the problems listed in the 
Bnancial side of the price spiral analysis in Exhibit V-1'. 

Chase out bad actors: All traders must register and be certified (for honesty 
and competence, like bankers and brokers). All trading must be reported 
across all transactions 

Eliminate the fiinny money: Raise margin requirements. Increase capital 
reserve requirements. 

Reduce the ability to push prices up: Lower position limits and tie limits 
and margin policies to needs of physical, traders. Lengthen settlement 
windows. Ban conflicts of interest (analyst's reports that enrich analyst's 
portfolios) 

Restore the proper functioning of commodity markets and their 
regulators: Enforce meaningful speculative limits. Do honest analysis 
(classify traders correctly). Close the loopholes (foreign boards of Trade . 
exemptions, the Enron and swaps). Create minimum criminal penalties for 
violation of commodity laws 

Redirect investment to productive long-term uses: Put a tax on short- 
term capital gains. Move pension funds out of speculation. Ban institutional 
index funds. 

Position limits, which are at the head of the list of policies the CFTC is now working 
on, are one of the tools in the arsenal, but they have to be meaningful and they alone will 
not be enough. 

Interestingly, in evaluating the position limits proposal circulated by the CFTC in the 
summer,” a financial services consulting firm estimated that the CFTC proposal would 
reduce open positions by between zero and eight percent Based on the relationship 
between trading and price, it would take a 25 percent reduction of open interests to 
eliminate the speculative excess from the price. At the high end of the estimate, eight 
percent would be an important step forward. Obviously, zero would be unacceptable. 
Position limits are not the only policy instrument to deal with excessive speculation, but 
they are an important instrument to control excessive speculation. The CFTC has yet to 
adopt the rules and any weakening of this modest first step would be a mistake. 


” Keefe, Bruyette & Woods, Exchange Order Execution, September 6, 2011. 
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RESPONSE FOR THE RECORD 
provided by 

THE HONORABLE GARY GENSLER 
Chairman 

Commodity Futures Trading Commission 


Mutual Fund Participation in commodity markets 

With regard to legislation to amend the Internal Revenue Code and the degree to which 
mntnal funds can commit invested funds to trading in commodities, the Commission can’t 
predict the degree to which speculative investment would rise. Data published weekly by 
the Commission in its Disaggregated Commitment of Trader (COT) Reports shows the 
d^ree to which managed money - a category that includes mutual funds - already trades 
in CFTC-r^ttlated designated contract markets. The February 28, 2012, COT report 
shows that in the NYMEX light sweet crude oil futures and options contracts, which has a 
high level of open interest, the managed money category account^ for about 25% of the 
long open interest and about 15% of the short open interest. It is clear that, on any given 
day, flnandal actors such as mutual funds are part of the pricing that we see in energy, 
agricultural and other physical commodity contracts. The CFTC aggressively pursues its 
role to make sure that the market is free of fraud, manipulation and other abuses. CFTC 
action to finalize its position limits rule is an example. 

The Commission recently took other action relevant to mutual fund participation in futures 
markets. Prior to regulatory amendments made in 2003, Commission rules permitted an 
entity’s exclusion from designation as a Commodity Pool Operator (CPO) only if its uses of 
commodity futures for non-hedging purposes were limited to five percent of its portfolio. 

In 2003, the Commission removed the trading threshold for exclusion from the definition of 
CPO for registered investment companies, provided they continued to be registered with 
the Securities and Exchange Commission. In 2006, the Internal Revenue Service began 
issuing a series of Private Letter Rulings (PLRs) to different investment companies 
granting them relief from the 10% investment limitation under Subchapter M of the 
Internal Revenue Code provided that they used wholly owned foreign subsidiaries to 
conduct their trading. Due to the interaction between these PLRs and certain other 
provisions of the Investment Company Act of 1940, most registered investment companies 
using controUed foreign corporations can invest 25% of their portfolio in derivatives. 
Commission staff is aware of at least 23 registered investment companies that self-identify 
as offering managed futures strategies. 

On February 9, 2012, the Commission finalized changes to its regulations which, among 
other things, reinstated the pre-2003 5% trading threshold. Any registered investment 
company exceeding that threshold will be required to be listed with the Commission and its 
adviwr registered as a CPO. Therefore, a registered investment company with more than 
a de minimis exposure to derivatives will be subject to Commission oversight. 

Additionally, the Commission recently rescinded the exemption from CPO registration in 
section 4.13(a)(4) of the Commission’s regulations, which wUi iesult in controlled foreign 
corporations being required to be listed with the Commission and subject to its oversight as 
well. Therefore, any registered invmtment company holding significant derivatives 
positions and any controlled foreign corporation will be subject to Commission oversight. 


Permanent Subcommittee on lBvc$t|g«ttons| 
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RESPONSES TO SUPPLEMENTAL QUESTIONS FOR THE RECORD 

from 

SENATOR TOM COBURN 
to 

GARY GENSLER 
Chairman 

Commodity Futures Trading Commission 


PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
Hearing On 

‘‘Excessive Speculation and Compliance with the Dodd-Frank Act” 
November 3, 2011 


1. In to^ how many new roles and regulations will be required by Dodd-Frank? 

a. How many of fljose will be written by the CFTC? 

b. How mimy roles have been drafted so far and how'many are sdll to come? 

c. How many total pages of new roles will the ClfTC write for Dodd-Frank? How many has it 
written to date? 

Response ; The Commission has identified 32 areas where the CFTC is responsible for rule 
writing under the Dodd-Frank Act In implementation of the Act, the Commission has 
issued 54 proposed and 28 final rulemakings. We have approximately 20 more final rules 
to go. The rule text portions of the Commission final rule releases take up approximately 
150 pages of the Federal Register. In many cases, these rulemakings restate existing 
prot^ions and the Commission has not precisely determined the number of pages that are 
new. 


2. You have repeatedly said that Congress in the Dodd-Frank bill required the CFTC to inqrose 
position limits. That is an issue some people are still debating, hinging on the 'as appropriate” 
language. What is your interpretation of ^ 'as ai^ropriate” language? 

Did the Commission consider any alternatives, like position accountability, instead of limits? 

Response : The Commission described that phrase in its final rulemaking release. When 
considered in the context of the position limits provisions as a whole, it is read as directing 
the Commission to exercise its discretion in determining the extent of the limits that 
Congress required the Commission to impose. 


3. Ymi said, ”the CFTC does not set or regulate prices ... ' But, imt the purpose of position limits to keep 
prices from either going too high or experiencing too much volatility? 

Isn't diis a form of price regulation? If no, how do you differentiate between price regulation and the 
impact position limits are supposed to have? 

Response : The Commodity Exchange Act includes the finding that excessive speculation 
causing sudden or unreasonable fluctuations or unwarranted changes in the price of a 
commodity is an undue and unnecessary burden on interstate commerce. The Act directs 
that the Commission set position limits at levels that would serve to the maximum extent 
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possible to diininish, or prevent excessive speculation; deter and prevent market 
manipulation, squeezes, and comers; ensure suflicient market liquidity for bona fide 
hedgers; and ensure that the price discovery function of the underlying market is not 
disrapted. 


4. How did the Commission arrive at the position limits set in the rale? 

a. Will that analysis be made public? 

b. Will you conduct a similar analysis every two years when you adjust the limits? 

c. How did the Commission arrive at the decision to adjust position limits as needed every two 
years? 

d. Did the Commission consider possible adverse effects on the liquidity and price discovery 
functions of affected markets? 

Response : The CFTC considered substantial public comment in determining to adopt the 
formula for the spot-month limits at 25 percent of the deliverable supply. The 25 percent 
limitation is also consistent with the Commission’s existing acceptable principles for 
compliance with Core Principle 5. The formula for the non-spot-month position limits is 
based on total open interest for all Referenced Contracts in a commodity. The formula 
provides for limits equal to: 10 percent of the open interest for the first 25,000 contracts 
and 2.5 percent of the open interest thereafter. In developing the final rulemaking, the 
Commission benefitted from thousands of public comments. 

In its adoption of position limits, the Commission recognized the concerns raised by 
commenters regarding the necessity and desirability of periodically updating deliverable 
supply calculations. Accordingly, the Commbsion determined to update spot-month limits 
every two years for energy and metal Referenced Contracts, and to stagger the dates on 
which estimates of deliverable supply shall be submitted by designated contract markets 
(DCMs) in order to mitigate the costs of compliance for DCMs. 


5. What parts of the position limits rale present the greatest possibility for legal challenge and how has 
the CFTC prepared to meet those challenges? 

How do you respond to the strong concerns of those that this rale will not stand up in court? 

Response : The Commission’s final rule has been challenged and the case is pending. 


6. How will the Commission define "identical trading strategies" for purposes of aggregation? 

How will the Commission gain access to a market participants' trading strategies to determine 
whether a participant is attempting to evade position limits through taking positions utilizing 
"identical trading sdategies"? 

Response : The Commission adopted the identical trading strategies aggregation provision 
to prevent circumvention of the aggregation requirements. In absence of such aggregation 
requirement, a trader could, for example, acquire a large long-only position in a given 
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commodity through positions in multiple pools without exceeding the applicable position 
limits. 


7. Are you concerned that U.S. market participants will take their business to other exchanges because 
of this rule? 

a. Do you have a sense as to whether other market authorities will adopt a similar position limits 
regime? 

b. How did that fiictor into the CFTC's decision to move forward with its proposal? 

c. The final rule mentions two studies conducted in 1994 and 1999 to determine the competitive 
effect on U.S. contract markets when there is lighter regulation in markets abroad. Can you 
please walk me through these studies and their results, and explain how these studies that are 
over a decade old are relevant to the markets as they are structured now? 

Response : The Commission’s final rule implements the Congressional directive in the 
Dodd-Frank Act to establish position limits for derivatives on certain commodities. The 
Commission b actively consulting and coordinating with international regulators to 
promote robust and consistent standards and avoid conflicting requirements in swaps 
oversight. The Commission participates in numerous international working groups 
regarding swaps, including the International Organization of Securities Commissions Task 
Force on OTC Derivatives, which the CFTC co-chairs. 

Congress mandated the 1994 study under 1992 amendments to the Commodity Exchange 
Act. It analyzed the growth of futures trading in non-U.S. markets and the relative decline 
in the global market share of U.S. exchanges. The study found no evidence that disparities 
in the regulatory frameworks of various jurisdictions, including particular disparities in 
procedures for listing new contracts, were a major factor explaining the success of various 
exchanges in the global market. 

In 1999, the Commission updated the 1994 study to review foreign and domestic futures 
and options trading activity over the period 1994-1999. The findings in these studies were 
considered in the course of the Commission’s rulemaking, along with the thousands of 
comments provided by the public. 


8. The CFTC just finalized a rule establishing the requirements applicable to clearinghouses that would 
set a minimum capital requirement for clearinghouse members at $50 million, which is much lower 
than the amount currently required by clearinghouses. It is my understanding that this $50 million 
threshold was criticized as being too low by both members of the commission and the industry. It is 
also my understanding that one of the firms pushing for the lower capital requirement was MF 
Global, the derivatives dealer which filed for bankruptcy protection earlier this week. Can you please 
explain how you arrived at the $50 million number and whether you did any sort of economic 
analysis to determine whether this number makes sense from a risk management perspective? 

Response : The rulemaking implements the Dodd-Frank Act’s requirement for open access 
to derivative clearing organizations (DCOs). This rule benefltted from substantial public 
comment and analysis from numerous individuals and organizations. The participant 
eligibility requirements promote fair and open access to clearing. In addressing how a 
futures commission merchant can become a member of a DCO, the rule promotes more 
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inclusiveness, while allowing the DCO to scale a member’s participation and risk based 
upon its capital. This improves eompetition that will benefit end-users of swaps, while 
protecting a DCO’s ability to manage risk. Under staff guidance applicable to the 
rulemaking, the Office of the Chief Economist is represented on the rule-writing team and 
appropriate methodologies are employed in the rule’s cost benefit discussion. 
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RESPONSES TO SUPPLEMENTAL QUESTION FOR THE RECORD 

from 

SENATOR TOM COBURN 
to 

PAUL CICIO 
President 

Industrial Energy Consumers of America 


PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
Hearing On 

"Excessive Speculation and Compliance with the Dodd-Frank Act” 
November 3, 2011 


L Your testimony states that 'in 1998, physical hedgers represented’?? percent of the 
market, 'but that today it is closer to 31 percent-essentially flipping from 2/3 to 1/3. This 
statistic is widely used, but where did you get it? 

a. Do you have any evidence that the statistic is accurate? 

The specific numbers have been used for some time by a lot of the industry. We did 
not generate this data. However, what we can say is that the lECA Board of 
Directors is largely the people in charge of buying energy for their companies, 
including natural gas. It is their direct observation that these numbers are about 
right. 

b. How do you define your terms? Is it possible to completely separate bona-fide 
hedgers from speculators? If so, what is the precise difference? 

Bona-fide hedgers either consume or produce the physical commodity. Speculators 
do not. 

c. Even iflfs accurate, what does this say about the Impact of speculation in 
commodity markets? 

The answer starts with the fundamental fact of what makes the futures market 
different than other markets. The futures market was created to serve one function 
and one function only - to determine price discover based on the 'supply and 
demand* of the underlying physical commodity and allow those that consume or 
produce the physical product to complete their transactions. The volume of physical 
product consumed each month is finite. The speculator is needed to provide 
liquidity for transactions to occur to service that volume. When the finite 
commodity volume of deals is serviced, most of the other transactions are simply 
trading to make bets - to gamble on the market that can move the price up or down 
and cause price volatility. Their trades are to simply make a profit by creating 
volatility and we end up paying for it. Volatility increases our transaction costs and 
can drive the price either up or down - often, irrespective of supply and demand. 

I Ptmuntnt Subcommittw on iBYestigttionsl 
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2. Do you believe that federal regulatory costs are a factor in commodity prices? 

a. For example, do you believe that Federal and State regulations about blending 
Impact the price of gasoline ? 

Yes, there are additional costs to physically blend, store and ship multiple blends of 
fuels that would not otherwise exist without blending regulations, 

b. Do you believe the price of corn was affected by federal policies on ethanol? 

Yes. Mandates for ethanol demand in fuels and subsidies drive additional demand 
for corn based ethanol above what would otherwise have occurred putting upward 
pressure on the price of com. 

c. How do these factors compare with impact of speculation ? 

Price movement because of speculation is driven purely by profit motive while price 
movement due to regulation is driven by policy with a purpose. They cannot be 
compared. 

3. What would you say to the concern that banning commodity index funds will encourage 
investors seeking commodity exposure to go into the physical market? 

It is not clear what is meant by 'physical market” (i.e.) encourage them to purchase physical 
product (or) trading futures directly versus through an ETF. 

Banning commodity index funds will not force the majority of investors to trade futures on 
their own (trade futures for their own account). It will encourage them to buy the 
"companies' who produce the commodities. In the energy product area, banning energy 
ETFs will result in retail investors owning shares of Exxon, Chesapeake, and Devon Energy 
etc. The typical ETF investor will not buy the physical product. Only large banks and trading 
houses have the capacity to buy/sell and or store the physical product. 

Isn't that even more likely to increase volatility for consumers? 

No. It would reduce volatility. 
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4. You said position iimits are essential to combating excessive speculation. How do you 
respond to tiie fact that many of the nine commodities with position limits saw repeated 
record prices recently? 

We do not monitor commodities other than natural gas so I cannot comment directly. 
However, common sense says that record prices could have been caused by the underlying 
demand exceeding supply. In that case, the relative price should go up irrespective of 
speculative position limits. 

Importantly, the concept of position limits is not to reduce the price rriovements due to 
fundamental changes to the supply or demand of the commodity. If tiiere is more demand 
than supply of the commodity, the price should go up. The case for setting speculative 
position limits is to ensure that the price movements are not caused by aggressive 
speculation. 

It is also possible that the position limits were too large and did not reduce or limit the 
impact of excessive speculator volumes. 

5. You testimony talks about the direct implication of commodity prices to real people who 
need to feed their families and heat their homes. In your analysis, did you consider 
worldwide demand for these commodities, and its impact on these prices? 

My testimony addressed natural gas. Natural gas is not exported and the price is 'not* set 
or influenced by international demand. 

a. Between 2005 and 2007 China's oil consumption went up 5. 1 percent annually, 
according to the Federal Reserve Bank of Dallas. Do you believe this has an impact on 
the price of oil in the United States? 

Underlying growing demand for the physical product relative to supply puts upward ‘ 
pressure on price. 

b. Are you concerned that U. S. market participants will choose to leave the U. S. because 
of the position limits being imposed by the CFTC7 

No. Bona-fide hedgers would not leave. As for speculators, there are inherent 
advantages of operating from the U.S. This is not to say that some would choose to 
leave. 
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6. In your testimony you express concerns about speculators trading with other speculators. 
Can you first define what exactly you mean by "non-commercial'' trading? 


Noncommercial entities are not commercial consumers and producers of the underlying 
■ commodity. 

7. You say that because in the last four years index funds held long position 83X of the time 
that this “ confirms that index funds put upward pressure on prices. * How is this so? 

No matter what entity you are, if you consistently are long, that is, always buying versus 
selling — puts upward pressure on price. Remember, we are dealing with a commodity that 
has a finite volume. If only ten apples are available in the market and ETFs keep placing 

orders to buy apples, then the price will rise. 

An £TF like UNG, the United States Natural Gas Fund always buy. The only time they sell is 
to sell the current month only to go "long" in the next month. The only time there is an 
actual "sell" of futures positions is when a customeriiquidates their shares of the ETF. 

00 you think that the balance should Instead by SO-SO? 

Banning ETFs is the only solution. 

Remember, the problem with ETFS is that their goal is to satisfy a retail investor's strategy 
of "asset diversification.' This goal is completely inconsistent with the fundamentals as to 
why the futures market was created. The futures market was not set up to satisfy asset 
allocation for retail consumersi It was created to serve consumers and producers of a 
commodity and determine the price of the commodity. Those who participate in an ETF for 
asset allocation buy ttirtommodity through an ETF and do not care what the underlying 
supply or demand is - nor the price they pay for the commodity. This is contrary to the 
futures market and how it works. Consumers and producers of the commodity 'do* care 
about price determination that reflects supply and demand. 


### 
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RESPONSES TO SUPPLEMENTAL QUESTION FOR THE RECORD 

from 

SENATOR TOM COBURN 
to 

WALLACE TURBEVILLE 
Derivatives Specialist 
Better Markets, Inc. 

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
Hearing On 

“Excessive Speculation and Compliance with the Dodd-Frank Act” 
November 3, 2011 


1 . You have singled out commodity index fimds as the source of volatility and upward price 
piessure, but in the first quarter of this year during the price run-up in oil markets, the single 
largest passive investor in those markets, the US Oil fund, actually shrank in size. How do 
you explain this? 

Just to be sure that my position is clear, my testimony was that commodity index fimds 
structurally create upward price pressures and that these pressures ultimately give way 
to a substantial correction. Ido not assert that this bias is the sole source of volatility 
and tqrward price pressure - the law of supply and demand was not "repealed " In other 
words, Ido not believe, and our work does not indicate, that commodity index funds are 
“the " source, in the event that I was not clear on this point. 

This pressure creates a “boom/busi ” cycle that constitutes long-wave volatility. This is 
because of a chronic and fundamentally unsound contango price curve. This is not 
strictly a function of volume, though volume does have an effect It may well be (and our 
work suggests) that the forcefulness of the contango bias is more a function of the point 
in time during the cycle. 

Further, volume is also affected by the allocation between futures and physical market 
hedges used by the sponsors. If more futures are used as hedges in a given roll, the 
direct price pressure on the out month rolled into is greater. This would mitigate the 
affect of fund outflows during a given period. 

The other by-product of the contango is that investors experience losses on the roll 
("selling" low and "buying" high) in the boom cycle when an actual contango exists. 
This is less problematic for institutional investors who hold commodity index swaps as a 
long-term structural hedge in their portfolio. It b more of a problem for investors who 
simply want to “play" in commodity prices and see the balance of their investment 
deteriorate. The most likely conclusion b that the US Oil Fund suffered losses in the run 
up and investors opted out. This is run iiwonsistent with the structural contango that we 
fourui or the conclusion that it contributes to price run-ups and boom/bust cycles. And, 
importantly, please be aware that we never suggested tlurt supply and demand are not 
crucial to price; we believe that the commodity index fund-influerwed contango causes a 
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boom/bust wave around the ideal Jundamental price line that tends to create longer 
duration high prices with rapid and intense corrections. 


2. You testified that banks don't care about price, but with respect to oil and oil products, it is 
consumers who are not very sensitive to price changes, especially in the short run. For 
example, during the oil run-up from 2007 to mid 2008, when crude oil jumped from $57 to 
$143 per barrel, there was no decline in consumption, and inventories were depleted. What 
are we to make of this? 

There is no doubt that consumers behavior is relatively price inelastic. Nonetheless, 
commodity index fund sponsors, upon whom the price consequences of a contango price 
curve do not exist, are clearly indifferent to higher futures prices (that is why they are 
called "passiv ”). In fact, to the extent that they hold physical positions, they would be 
benefited by a non-fundamentally sound contango price curve, so long as they anticipate 
the burst of the bubble and liquidate or hedge their physical positions. It is by no means 
out of the question that a sophisticated sponsor would perceive this benefit and have 
access to information regarding the cycle to act accordingly. 

The price inelasticity of demand actually creates an environment in which a non- 
Jundamentally sound price curve will be a direct cost on consumers. They pay the cost 
and are resistant to adjusting behavior. 


3. Other commodities like coal, tallow, and cobalt had similar price patterns to oil at the same 
time, and there are no futures markets for those. Doesn't that suggest it may have been 
market fundamentals driving the price spike rather than speculators? 

Again, the premise is that the trading activity of commodity index fund sponsors biases 
an upward slope in the curve, not that it is the sole driver of price. Certainly, 
fundamental factors in all of these markets could be in concert. However, an upward 
sloping curve in a commodity such as crude oil is interpreted by the market that prices 
are likely to rise. This would undoubtedly influence prices for other commodities that 
embed basic energy costs. Further, alternate sources of energy, such as coal, would 
experience a more direct price effect. While the drivers of price are complex and inter- 
related we measured the bias toward contango that is clearly present and has a 
significant effect. 

4. Have you ever seen a time when excessive speculation caused prices to go too low? 

There are different forms of excessive speculation. Commodity index fund speculation is 
structurally biased toward increased prices because its primary driver is invalid 
information. The correction in a bust cycle is a return to fundamental values, but price 
momentum could very well cause the correction to overshoot fundamentally sound values 
for a period But it would be brief because the bust is driven, at least in part, by a 
discounting of the trading activity of the sponsors once the price-curve spread is so high 
that it is no longer credible. 


10:56 Mar 28, 2012 Jkt 072487 PO 00000 Frm 00324 Fmt 6601 Sfmt 6601 P:\DOCS\72487.TXT SAFFAIRS PsN: PAT 



319 


Other excessive speculation, primarily the traders drawn to the market by the distortions 
generated by commodity index funds, create shorter term volatility. In this case, prices 
may be "too high " or "too low " compared with a fundamentally sound ideal. However, 
volatility, by itself, exacts a cost on hedgers. For instance, initial margin at 
clearinghouses goes up and the cash liquidity risk borne by hedgers increases. This cost 
must be recovered in prices, so short-term volatility on the downside (as well as the 
upside) actually puts upward pressure on prices in the intermediate term. 

5. Do you believe speculation is a problem when it drives prices down? Or do you believe it is 
only a problem when prices are going up? 

See the response to question 4. 

6. In 2008, the Interagency Task Force on Commodity Markets issued an Interim Report on 
Crude Oil. The Task force found that the activity of speculators has not resulted in systematic 
changes in price. It said "on the contrary, most speculative traders typically alter their 
positions following price changes, showing that they are responding to new information - just 
as one would expect in an efficiently operating market." How do you respond to this report? 

I believe that they were not measuring the correct things. Non-commodity index fund 
traders undoubtedly respond to information. My testimony is that the activity of 
commodity index fund sponsor trading creates an information flow that, because of its 
disconnection from fundamentals (that is to say, it is passive), is misleading. Speculators 
behave rationally for the most part. It 's fust that the rational behavior of commodity 
index fund sponsors is driven by motivations that are different from other market 
participants. Those other market participants infer rationality based on their own 
motivating factors, or at a minimum cannot precisely measure the motives of the 
sponsors and distinguish their trading behavior from Pading activity based on 
fundamentals. The report failed to consider the possibility that the information flows 
were corrupted. 

It should be noted that this logic is not a radical notion. Noise Pading, which is 
unsophisticated and uninformed Pading, is known to have a direct impact on 
sophisticated Paders and ultimately price. My point is that commodity index fund 
sponsor Pading similarly affects price. It is not uninformed. Bui it is motivated by 
factors that are not fundamentally market price driven and this is impossible to discern 
and measure. So the principle is in parallel. 

7. You said that those who disagree with you are only "self-interested entities seeking to 
continue their speculative activities... regardless of how much harm they cause." Please 
explain what you mean by this point. 

I did not intend to suggest that every irulividual that disagrees with me is driven by 
venality and insensitive to harm inflicted on others. Nonetheless, the positions on this 
question are, I believe, heavily biased by self-interests. The sponsors make money from 
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the fees (and maybe even more from trading against the curve-influenced boom/bust 
cycle), They also are highly sensitive to the possibility that they may have perhaps even 
inadvertently) caused higher prices to be paid by consumers of energy and food on a 
•worldwide basis, especially given the public ’s opinions growing out of the financial 
crisis. Infrastructure providers, such as exchanges and clearinghouses, charge fees 
based on volume. They appear to be biased became lowered trading volume if the roll 
no longer occurs each month would affect their profitability. Finally, many academics 
are heavily invested in the concept that markets are inherently efficient. This means that 
information is efficiently and widely shared and that anomalies are arbitraged out My 
testimony challenges that concept Adapting to that has consequences that are, naturally 
resisted. (It also may be the case that some academics have a financial interest in 
supporting the positions preferred by financial market participants, but I have no 
knowledge of this.) 
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